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Thornburg Mortgage (NYSE: TMA) is a leading
single-family residential mortgage lender focused on
the jumbo segment of the adjustable-rate mortgage
market. Backed by a balance sheet of $29.2 billion
in high quality assets, the company seeks to deliver
attractive cividend income and steady growth for
its shareholders by acquiring high quality mortgage-
backed securities and growing its share of the
mortgage loan crigination business. Capitalizing
on its innovative portfolio lending model, REIT tax
structure and leading edge technology, Thornburg
Mortgage is a highly efficient provider of specialized
mortgage loan products for borrowers nationwide
with excellent credit, and is positioned to become

one of the top 50 mortgage lenders in the country.

FACTORS THAT MAY AFFECT FUTURE RESULTS Certain matters discussed in this annual report may
constitute forward-looking staterents within the meaning of the federal securities laws. We can aobtain a

“safe harbor’” for such statements by identifying them with words such as “'believe.” “anticipate.” "intend.” and
similar language, and accompanying them with cautionary language, which identifies factors that could cause
actual results to differ materially from those expressed in the forward-looking statements. Such factors include
general economic conditions, interest rates, the availability of ARM securities and loans for acquisition, and
other risk factors outlined in the company's SEC reports, including the 2004 10-K indudec in this annual report,




financial highlights
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income statemen? highlights 2004 2003 2002 2001 2000
Net interest income $ 294,268 $ 233953 $ 157929 $ 78765 $ 36630
Net income $ 232,564 $ 176504 $ 120016 $ 58460 $ 29,165
Earnings per share —diluted $ 2.80 $ 271 $ 2.59 $ 2.09 % [.05
Average shares—diluted 83,001 65,217 46,350 24,803 21,519
Taxable income per share® $ 2.94 $ 2.8l % 264 $ 2.13 $ 1.07
Dividends per share® $ 2.66 $ 2.49 $ 2.285 $ 1.75 $ 0.96
Portfolio margin 1.25% 1.61% 1.88% 1.67% 0.86%
Return on average equity (ROE) 15.55% [7.31% 17.66% 16.69% 9.87%
Noninterest expense to average assets 0.32% 0.42% 0.45% 0.38% 0.16%
balance sheet highlights as of December 31
Adjustable-rate mortgage (ARM) assets  $ 28,743,06! $ 18,852,166 $ 10,335213 $ 5732145 $ 413946l
Total assets $ 29,189,618 $ 19,118,799 $ 10512932 $ 5,803,648 $ 4190167
Reverse repurchase agreements $ 14,248,939 $ 13,926,858 $ 8568260 $ 4,738,827 $ 2961617
Asset-backed commercial paper $ 4,905,000 $ — $ — $ — 3 —
Collateralized debt obligations (CDOs)  $ 6,623,641 $ 3114047 $ 255415 $ 43258l $ 603910
Senior notes $ 304,173 $ 251,080 i) — % — $ —
Shareholders’ equity $ 1,789,184 $ 1,239,104 $ 833042 $ 532,658 $ 317538
Book value per share $ 19.47 $ 16,75 $ 14.54 $ 14,02 $ [1.67
Historical book value per share® $ 20.46 $ 18.68 $ |6.54 $ 1512 $ 1530
Number of shares outstanding 91,904 73,985 52,763 33,305 21,572

{1 See page 22 of the accompanying 10-K for an explanation and reconciliation of this non-GAAP number.

@ For the applicable year as reported in the company's earnings announcements.
(3 A non-GAAP number, which excludes unrealized market value adjustments, more fully described and reconciled to the corresponding GAAP book value number on page 22

of the accompanying 10-K.
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Dear Fellow Shareholders:

Thornburg Mortgage marked

another year of accomplishment
and solid growth in 2004. Our
financial performance surpassed

our internal goals despite rising

short-term interest rates and

increased competitive pressures

in the mortgage industry.




During the year, total assets rose to $29.2 billion, a 53%
increase over the prior year, and adjustable-rate mortgage
(ARM) loan originations grew by 8% to $4.3 billion.
Though market conditions were challenging, we also
delivered earnings per share growth of 3% and a solid
return on equity (ROE) of 15.6%. These achievements
were reflected in our market capitalization, which climbed
32% for the year, to $2.7 billion.

In 2004, we also fulfilled one of our top priorities — helping
build long-term wealth for our shareholders — as we
provided shareholders with a total return of 17%. As
depicted below, Thornburg Mortgage has outperformed
the broader market for the past ten years, and surpassed
our long-term objective of delivering a 12%-15% annual
total return to shareholders. Our ability to continue

to generate strong financial results despite a difficult
environment enabled us to continue to grow the dividend.
During 2004, the annual dividend distribution was $2.66,
an increase of 7% over 2003. Over the past ten years,
the dividend has increased, on average, 0% a year. We
are confident we can continue to provide shareholders

with the opportunity for dividend growth over time.

While Thornburg Mortgage made great strides in 2004,

it was not a year without challenges, The Federal Reserve

Board's tightening of monetary policy and the resulting

downturn in mortgage origination activity in the third
and fourth quarters tested many of our industry peers.
As a result of our diversified business model, experienced
management team, dedicated employees, and ongoing
commitment to responsibly manage risk, we weathered
these shifts in the marketplace and are a stronger company
as a result. Our ability to provide solid results in this
environment demonstrates our ability to persistently
pioneer innovations while maintaining responsible business
practices. These challenges also better prepared us for
the years ahead. 2004 may have tested us, but we

responded by strengthening our business model.

In 2004, we focused on strategies that further strengthened
our capital position and enhanced our loan origination
business. A strong stock price in 2004 allowed us to
successfully issue $495.8 million in new equity capital
through our diverse capital-raising programs, exceeding
our annual target by 38%. The advantage of this capital
raising is positively reflected in our historical book value,
which increased 16% year-over-year to $19.47 per share —
well ahead of our long-term goal of growing book value

by at least 5% annually.”? In 2005, we anticipate raising

(1) Historical book value is a non-GAAP number, which excludes unrealized market
value adjustments, more fully described and reconciled to the corresponding
GAAP book value number on page 22 of the accompanying 10-K.




approximately $420 million to further strengthen our capital

base, support additional asset growth and boost earnings.

During the vear, we also achieved greater diversity among
our financing sources, moving closer to a balanced funding
mix utilizing collateralized debt obligations (CDOs),
commercial paper and reverse repurchase agreements

(repos). In July, we established a $5 billion asset-backed

commercial paper facility, which directly replaces repo
financing, and accounted for 19% of our borrowings at vear

end. Because of the tremendous success of this program,

we are now working on increasing the facility to $10 billion.
Additionally, we completed four loan securitizations,
permanently financing $4.6 billion in ARM loans through the

issuance of CDOs. In the last 2| months, we've completed

seven such transactions, which have reduced our reliance

on raising equity capital while providing an additional source
of growth for the balance sheet and earnings. Currently,

CDOCs account for 25% of our borrowing sources.

In 2004, our loan origination business excelled despite
a projected 25% decline in mortgage origination activity
industry wide. We originated $4.3 billion of ARM loans,

exceeding our 2004 target by 16% and 2003 originations

by 8%. Our expanding network of financial intermediaries

accounted for much of our success. Loan volume
attributed to our correspondent lending partners totaled
$3.9 billion, up 13% year-over-year. We now have
approximately 170 correspondent partners across the

country. Importantly, as we grow our correspondent base,




we are becoming less reliant on our top 25 for loan
production — their production has decreased from 100%
in 2001 to 70% in 2004. Loan volume attributed to our
Plus Program — our outreach initiative targeting financial
planners —accounted for 34% of our retail loan production,
making it our top retail sales channel in 2004. Additionally,
our 15,600 current customers continue 1o be a great
source for new loan originations, which is not surprising
given our high customer-satisfaction levels. Referrals

accounted for 26% of our direct originations in 2004,

The outlook for our loan origination business in 2005
remains positive, even though challenging market conditions
are likely to persist throughout the year. While the
Mortgage Bankers Association is projecting an 1% decline
in total mortgage originations in 2005, our goal is to
originate $4.2 billion in ARM loans, just 2% below our
2004 production. We are confident, based on the
strength of our unique marketing platform, private client-
level service and increasing brand recognition, that we can
grow our share of the jumbo ARM market. We should
also benefit from other long-term trends that are
impacting the mortgage industry, including a growing
number of affluent households, increased mobility of
homeowners, growing acceptance of online lending, and
other technological advances that will make the lending
process mere efficient and user friendly. We are at the
forefront of capitalizing on these market trends. Our goal

remains to increase the percentage of our annual portfolio

acquisitions coming from originations, because of the higher

margin potential of those assets.

While 2005 will bring its own chalienges, we believe we
are prepared to meet them. We have confidence that our
unique business model, a model that joins innovation and
responsibility; our strong capital position; our talented
leadership and dedicated employees; and our expanding
loan origination platform will ensure another winning year
for Thornburg Mortgage. We are well on our way to reaching
our goal of being one of the nation’s top 50 single-family
residential lenders and a highly recognized name in jumbo
lending in the United States. We are confident about our
future and are pleased that you, as a valued partner of

the company, have chesen to share in our progress.

Sincerely,

Garrett Thornburg
Chairman of the Board and Chief Executive Officer

%a et

Larry Goldstone
President and Chief Operating Officer

February 2005

We are well on



horpbure mortgage:

Webster’s dictionary defines innovation as “something new.” And for more than

a decade now, Thornburg Mortgage has been at the forefront of the “new” of the
mortgage industry. Since starting in 1993, Thornburg Mortgage has been structured
as a tax-advantaged REI7, allowing us to thrive initially in the secondary market —
purchasing high quality adjustable-rate mortgage-backed securities (MBS). In the years

that followed, our unique portfolio lending model led us to a whole series of innovations.

In cur wholesale channel, we began acquiring large
packages of ARM loans and converting those loans into
our own AAA- and AA-rated MBS, creating a highly liquid
portfolio that was easily financed to fund future growth.
We also began acquiring hybrid ARMs, which increased
our profitability without adding interest rate risk since we
became skilled at effectively “locking in” spreads during
the fixed-rate period (typically three to ten years) with
comparable duration fixed-rate financing, By the late '90s,
we became fully diversified by entering the loan origination
business — originating individual lcans directly to the home
owner or through financial intermediaries such as

correspondent lenders and financial planners.

Here at Thornburg Mortgage, however, we don't believe
in innovation for its own sake. For a new strategy, product
or service to meet our definition of innovation, it needs

to be profitable and managed responsibly. That means

our management team, staff and national network of
outsourced personnel work in unison for fiscally
conservative long-term growth while never compromising

the focused strategy that is at the heart of this company.

But the meaning of responsibility at Thornburg Mortgage
goes even deeper. A short distance can separate
conservative growth from no growth at all — and no
growth would not be meeting the responsibility we
have to our shareholders. Accordingly, the true job of
our management team is constant vigilance ... ensuring
we acquire or originate only top-quality ARM assets ...
continually balancing the duration of our borrowed funds
with the duration of our ARM assets ... diligently
sustaining our high-rated loan portfolio by meticulously
screening our high-net-worth borrowers ... maintaining
our significant operating efficiencies ... and much more.

All these practices ensure that we preserve or improve
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Thornburg Mortgage acquires single-family residential ARM assets through multiple
sources, allowing us to take advantage of pricing opportunities and market

inefficiencies to secure the best possible yield on the assets in our portfolio.

We focus principally on hybrid ARMs, which are usually
acquired at lower premiums, because they have a fixed
interest rate period, and we can effectively hedge these
assets, protecting our interest spreads when interest rates

change. These products, which have a fixed rate of interest

for the initial three 1o ten years of the life of the mortgage,

currently account for 85% of our ARM portfolio. By
continuing to acquire hybrid ARMs, originate more of
our own loans, and acquire MBS and large loan packages
as opportunities arise, we keep our cost basis low and

reduce the adverse impact of high prepayment rates.

We purchase high guality, adjustable-rate MBS from
investment banking firms, broker-dealers and similar
financial institutions. Additionally, we acquire large
packages of ARM loans with or without the servicing rights
{customer relationships) di~ectly from other mortgage
originators including mortgage bankers, banks, savings and

loan institutions, and home builders. To meet our high

credit standards, we generally ensure that the credit
histories of the borrowers, the appraisals of the properties
and the quality control procedures of the process meet
our reguirements. We further reduce our exposure to
credit risk related to these loan packages by performing
an independent underwriting review, looking at specific
risk-based criteria such as property location, loan size,

effective loan-to-value ratio, and borrower’s credit score.

On a day-to-day basis, we originate ARM loans directly

to consumers and through financial intermediaries such as
correspondent lenders and financial planners. Originated
loans typically provide higher yields relative to MBS or bulk
loan purchases, because our direct lending platform provides
significant operating efficiencies. Also, our originated assets
tend to prepay more slowly than assets we acquire since
we don't actively solicit our borrowers for refinance business.
Rather, we provide them with an attractive loan modification

program, allowing them to change the rate and/or term of




their loans at any time without the hassles associated with
refinancing. And, because we service our own loans and
the majority of the loans we acquire, we are able to build
a long-term customer base, which generates franchise
value and gives us the ability to pursue other income

opportunities in the future.

In 2004, the Mortgage Bankers Association (MBA)
projected that mortgage origination activity industry-wide
declined 25%, but we experienced a remarkable 8%
increase in loan volume year-over-year. We originated
$4.3 billion in ARM loans, exceeding our 2004 mortgage
origination target by 16%. This level of production ranked
Thornburg Mortgage as the 57th largest single-family
residential lender in the country at year-end 2004. Our
objective is to continue to grow our origination platform
with the ultimate goal of becoming one of the top 50

single-family residential lenders in the country.

Our success in part is due to our growing network of
financial intermediaries. The number of our correspondent
partners increased 3% in 2004, to approximately 170.
In 2004, we generated $3.9 billion in loans through our

correspondent relationships. Thornburg Mortgage is the

by prsewe w5

540046

$2,286.3
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22nd largest residential correspondent lender in the

country, based on fourth quarter 2004 statistics.

Our approved correspondent lenders originate individual
loans to our pricing and documentation specifications —
our internally developed loan products, credit and property
guidelines, and underwriting criteria. We purchase the
servicing rights on the majority of these loans, 81% in
2004, with the intention of creating loyal customers by
providing ongoing exceptional customer service, as well
as loan modification opportunities. In certain instances,
we allow correspondents to sell us loans that have been
originated to their own product specifications and
underwriting guidelines that we have pre-approved.

We pre-qualify all correspondents to determine their
financial strength, the soundness of their own established
in-house mortgage procedures and their ability to fulfill

their representations and warranties to us.

Though still in its early stages, we also originate loans
directly to consumers via the Internet and telephone,

as well as through referrals from financial planners, our
15,600 current customers, our 130,000-plus shareholders,
and Internet initiatives such as rate-posting sites. We've
made great strides with our financial planner initiative,
where loan production has increased, on average, 70% a
year since the program’s implementation in 2002. At the

end of 2004, these loans accounted for 34% of our direct

retail production, making it our top retail sales channel,

Our growing loan servicing portfolio is also becoming
a great source for new loans. Referrals from these
satisfied customers represented 26% of our direct retail

production in 2004.

The outlook for our loan origination business in 2005
remains positive. Aithough the MBA is projecting an 11%
decline in total mortgage originations in 2005, our goal

is to originate $4.2 billion in mortgage loans this year —
just 29 below 2004 originations. That said, the Federal
Reserve Board is expected to continue raising short-
term interest rates at a measured pace. The consequent
flattening of the vield curve is making short-term adjusting
ARMs less attractive relative to hybrid ARMs and 15- and
30-year fixed-rate loans. The MBA currently projects
that ARMs will account for 37% of the $2.5 triflion in
mortgages anticipated to be originated in 2005, however
that projection could be optimistic depending on the
relationship between long- and short-term interest rates.
Regardless, we are confident, based on the strength of
our unigue marketing platform, private client-level service,
and increasing brand recognition, that we can grow our
share of this ARM market. Our goal remains to increase
the percentage of our annual portfolio acquisitions from
originations, because of the higher margin potential of

those assets.



IVIAGIES consistent profitability

Due to our innovative business modei
and a number of strategic initiatives,
we have a competitive advantage in
acquiring and originating ARM assets
relative to traditional mortgage investors
and criginators. These include our low
operating expense structure, innovative

lending platform, portfolio lending

business madel, and focus on high

credit quality assets and borrowers.

efficient operaling model

In 2004, our operating expenses as a percentage of average assets
were just 0.32%. Our business operates this efficiently because,

unlike most mortgage bankers and lenders, our business model and

lending platform are not dependent on a fixed-cost infrastructure.

We avoid the high overhead associated with utilizing a nationwide
branch network and numerous commissioned loan officers. This

cost advantage allows us to offer more competitive pricing on our

morigage products, which will continue to enable us to attract

and retain more borrowers.
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Our crigination platform s built upon strategic partnerships
with third-party providers of traditional back office functions.
We have entered into agreements with twa third-party
vendors for the processing, underwriting and closing of our
direct retail loans. Another third-party service provider has
staffed a mortgage loan call center for the benefit of our
customers. In addition, we work with nationally recognized
providers of appraisal, credit, title insurance, and settlement
services. We also contract with a third-party subservicer
to collect mortgage loan payments and provide all other
Joan management services, We oversee the activities of these
service providers through active management involvement,
on-site visits, report monitoring, customer service surveys,
post-closing quality control, and periodic direct participation
in the customer experience. These services are all carried

out in the name of Thornburg Mortgage.

We pay for these services as we use them without a
significant investment in personnel, systems, office space,
and equipment. In 2004, the cost for us to originate a loan
was $2,450 or 0.49% as a percentage of loan volume versus
$1,505 and 0.93%, respectively, for the industry as a whole,
as reported in the MBA's 2004 Cost Study. Though our
cost per loan origination is higher, because our average
loan size is $475,000, [92% greater than the industry
average, we spread the expense over a larger loan size,
which positively impacts our profitability. Due to our large
average loan size and low delinq.uencr‘es, our cost to service
a loan in 2004 was just 0.02% as a percentage of the

servicing portfolio versus 0.07% for the industry as a whole.

Another cost advantage is our REIT tax structure since
we do not pay significant federal or state income tax at
the corporate level on income that we distribute to our

shareholders in the form of dividends. This tax-advantaged

structure enables us to generate returns comparable to

taxable entities while taking less interest rate, credit

and leverage risk.

portlelic lending advantage

As a portfolio lender, we generally hold the ARM assets
we originate or acquire in our portfolio until they pay off
or mature, which improves the economics of the lending
transaction because a portion of our costs are capitalized
and amortized over the life of each loan. Consequently,
the more jumbo loans we originate, the more cost

efficient the process becomes.

What's more, since we don't sell the ARM loans we originate,
loans can be fashioned for the unique situation of each
borrower because we don't have 1o adhere to secondary-
market loan purchase guidelines. This flexibility generates
tremendous consumer appeal and gives us another
advantage as we compete for mortgage loans. Moreover,
because we rely on the spread income generated from the
assets we retain and nct on profits derived from assets we
sell, we don't have to focus on generating significant loan
volume. We can remain focused on what we do best -

maintaining the quality of our assets and borrowers,

Additionally, because we retain the ARM loans we originate,
we can offer our borrowers a loan modification program
through which, with minimal paperwork, they can change
the rate and/or term of their loan at any time for a modest
fee. Through this program, we receive a service fee of
$1,000 per million dollars borrowed and an eighth-percent
over our quoted interest rate — and, equally important,
we retain the customer relationship. Modified loans are
actually more profitable than new loan originations or

wholesale acquisition opportunities because we receive

J«




the eighth-percent premium over the going rate. Our
goal is to provide a cuality customer experience that
ensures we create a long-term borrower relationship,

and therefore, a stable loan portfolio,

exceptisnal crecit g

Whether we are acquiring MBS or large ARM loan packages
or originating and securitizing loans, our strategic focus is high
credit quality assets. This strategy keeps our credit losses
and financing costs low. It also creates significant portfolio
liquidity and low portfolio price volatility, which ensures
that we have access to financing throughout the credit

cycle and contributes to maintaining consistent profitability.

Pursuant to our investment policy, we mostly acquire
privately issued MBS reied AAA or AA, or Fannie Mae or
Freddie Mac agency MBS, which have an implied AAA rating.
These MBS represent interests in ARM loans that are
secured primarily by firs: liens on single-family (one-to-four
units) residential properties. As illustrated, at December 31,
2004, these categories comprised 64.5% of our ARM
assets, Another 33.0% represented “A quality' loans that
we have securitized into AA- or AAA-rated MBS, The
securitization process converts our “A quality” ARM loans
into highly liquid securities, which can be readily financed
in the reverse repurchase agreement market or used as
collateral for our CDOs. An additional 1.6% of our ARM
asset portfolio consisted of "A quality” ARM loans that

we intend 1o securitize and retain in our portfolio.

Because we retain the risk of potential credit losses on
the loans we securitize, we originate and acquire only first-
lien mortgages on single-family residential properties and
underwrite to "A quality” standards. “A quality” means

we have assured that the borrower has adequate verified

64.5%

Agency “AAA”
Private AAA/AA

7z
0.3% <BBB P
0.6% A/BBE
|.6% “A Quality” Whole Loans (pending securitization)

income, adequate verified equity in the underlying property,
adequate liquid asset reserves, job stability, and excellent
credit (as measured by a credit report and a credit score).
In addition, full real estate appraisals are underwritten to
ensure the property collateral is well valued, appropriate
to the neighborhood and located in a stable market. As a
result, the average original effective loan-to-value ratio of
our loans and credit score of our borrowers was 66.3%
and 736 (out of a possible score of 850), respectively, as
of December 31, 2004.

By adhering to these practices, our loan delinquency and loss
statistics are far below the industry averages. Our 60-day
plus delinguent loans represented just 0.08% of $10.1 billion
of securitized and unsecuritized loans at December 31, 2004.
This compares to the industry’s delinquent conventional
and prime ARM loan ratios of |.56% and 0.61%. respectively.
What's more, we have not realized a loan loss in the past
12 quarters, and since we began acquiring loans in 1997,

our cumulative credit losses total just $174,000.




14

As a well-managed mortgage portfolio lerder, working toward funding

diversification is an essential strategy, and responsible diversification requires

innovation. A decade ago, our predominant method of financing our balance

sheet was through repos. Today, in addition to repos, we fund our operations

with borrowings such as CDOs and asset-backed commercial paper, as well

as long-term capital sources including equity capital and senior notes.

Accessing multiple funding sources concurrently protects
our business from patentia’ disruptions in any given market.
Additionally, the issuance of equity capital and senior
notes, as well as the utilization of CDOs, all generate

additional earnings and balance sheet growth.

We further protect our earnings and dividends through
our policy of closely matching the duration of our
borrowings and ARM assets. This strategy, called
matched funding, allows us to “lock in” a spread, the
basis of our profitability, and enables us to sustain our

earnings through a variety of interest rate environments.

diverse long-term capital strategies

We raise equity capital primarily through our dividend
reinvestment and stock purchase plan, which allows

shareholders to invest directly in the company on a

monthly basis, and through our controlled equity offerings,

which allow us to sell our shares through a designated

underwriter whenever mar<et conditions are attractive.

Not only are these two programs extremely cost efficient,

their impact on our stock's trading performance is negligible.

Our ability to access the equity markets provides us with

a powerful tool to increase earnings. By issuing new equity
at a price that is above our book value and investing that
equity in assets with attractive yields, both book value and
earnings are enhanced. For example, in the fourth quarter
of 2004, we raised net proceeds of $134.6 million, which
increased shareholders' equity, shares outstanding and
book value (see chart). When applying the fourth quarter
ROE to the quarter-end book value, the net result is a 2.8%
per share earnings improvement during the quarter. This
simple calculation demonstrates what an important impact

raising equity capital can have on future earnings growth,

Our stock's strong performance throughout 2004 allowed
us to raise $495.8 million in net equity through our diverse
capital-raising programs, exceeding our annual target by 38%.

The average net issuing price was $27.67 per share and




our cost to issue this capital was effectively only 3%.
Raising capital in this way also increased historical
book value to $20.46 per share as of December 31,
2004, a 10% increase from one year ago."” In 2005,
we plan 1o raise $420 million in equity capital to fuel

additional asset growth and enhance earnings.

Qur other source of long-term capital is our senior

notes. In 2003, we issued $255 million of senior notes,

at an interest rate of 8% with a ten-year maturity date.

By November 2004, because of the positive trading
characteristics of the previously issued notes, we were
able to issue an additional $50 million of senior notes
with identical terms at a premium price of 107.15%,
which equates to a 6.8% interest cost. Because the
notes are unsecured obligations of the company, and
represent long-term capital, they can support

additional asset growth similar to equity capital.

diverse funcing cirziegices

Historically, we used short-term repos for our funding
needs. A repo is a financing transaction that involves
the sale of an ARM asset to a lender at an agreed-upon
price in return for the lender’s agreement to sell the
same asset back to us at maturity at a higher price.

The price differential represents our financing cost.

1 Historical book value is a ron-GAAP number, which excludes unrealized
market value adjustments, more fully described and reconciled to
the corresponding GAAP book value number on page 22 of the
accompanying 10-K.

accretive capital raises

dollar amibunts in:thousands; except per share data

$ 1,654,543 $ |,?654543
nfa 134,641

$ 1,654,543 $ 1,789,184
87,124 91,904

$ 1899 $ 94
15.19% 15.19%

288

[ $2.88 growing t $2‘96 © 1.8% Quarterly Earnings Contribution

Our ability to access
the equity markets provides
us with a powerful tool to

_Increase earnings.
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The repo market is sizable, estimated to be $4 trillion,
and historically has proven to be a consistent funding
alternative for us. However, expanding our financing sources

beyond repos has proven to have many advantages.

CDOs are a more effective form of financing than repos
because they reduce our need to maintain as much equity
capital and provide an additional source of balance sheet
and earnings growth for future periods. The CDOs we
introduced in 2003 have been very favorably received,
and by the end of 2004, we had permanently financed
$6.7 billion of ARM loans for our portfolio by issuing
CDOs. In a CDO transaction, we securitize a pool of
ARM Joans into multiple classes of securities, and typically
the AAA-rated class is sold to investors such as insurance
companies, pension funds and banks, in the form of

pass-through certificates.

Since CDOs represent permanent financing and have no
margin call risk, our financing capital requirements are
lowered to approximately 2% versus our customary 8% to

10% capital-policy requirement for repo funding, This more

efficient use of capital allows us to invest in additional assets.

As of December 31, 2004, the seven CDO financings we
completed over the past two years have freed approximately
$475 million of capital, enabling us to hold approximately
$3.3 billion in additional ARM assets.

In 2004, Thornburg Mortgage also became the first
company in its sector to issue commercial paper backed
by AAA-rated, private-label MBS. The facility has met with
great success due to the confidence the capital markets
have in Thornburg Mertgage. The facility provides us
access to a new group of investors, including pension funds,
money market funds, corporations, and government entities.
By year's end, we nad exceeded our expectations, having
issued $4.9 billion in commercial paper. We are now working
to increase the size of this program to $10 billion. This
initiative is yet another step in our commitrent to diversify

our funding sources.

Reflecting the success of our diversification efforts, repo
funding today accounts for only 55% of our borrowings,
down from 91% at the end of 2002, while CDOs have
grown to 25% and our asset-backed commercial paper
accounts for 19%. Ve anticipate that CDOs and commercial
paper will continue to grow as a percentage of our financing

sources in the quarters to come.

matched funding strategy

Interest rate changes affect our short-term borrowing
costs, which as a spread lender can pose a risk to our
profitability if not responsibly managed. To counter this
potential risk, we purchase or originate only ARM assets

because the yields on our ARM assets, like our financing
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costs, move with underlying interest rates. We also adhere
to a matched funding, or duration matching, strategy as it
relates to our hybrid ARM:s,

We fund our traditional ARMs, which have interest rates
that change every year or less, with short-term borrowings
that also mature in a year or less. The repricing gap

on this portion of the portfolio was approximately 2.5
months on December 31, 2004, meaning when interest
rates change, our financing costs will reset approximately

73 days before our mortgage rates change.

Because our hybrid ARMs have an initial fixed rate

of interest ranging from three to ten years, and the
Prepayment rates on these assets vary, we fund them
with similar duration fixed-rate borrowings. We focus
on matching durations versus maturities related *o
our hybrid ARMs because we believe it is a more
comprehensive way to manage interest rate risk as
it takes prepayment rates, market volatility, and the
implied direction of future interest rates into account,

as well as maturity dates, The lower the duration

difference between the hybrid ARMs and their related

borrowings, the less impact future changes in interest

rates should have on our earnings.

We create fixed-rate borrowings by extending the duration
of our short-term borrowings and CDOs with interest
rate swap agreements, Eurodollar futures contracts, and
interest rate cap agreements so that they closely match
the duration of the hybrid ARMs. In effect, these hedging
instruments allow us to "lock in” the interest rate on our
borrowings so that we can maintain our interest spread

and protect against earnings volatility.

We actively manage our borrowings position, especially
In today's environment of gradually increasing short-term
interest rates. As interest rates rose during the second
half of 2004, we responded by increasing our hedged
borrowing pesition, such that the duration gap on the
hybrid ARMs was 1.7 months at December 31, 2004,
Though interest rate hedging is costly at times, our
strategy to actively manage our exposure to changes in
interest rates by match funding our assets and liabilities
is invaluable as it significantly reduces the impact rising

interest rates might have on our future financial results.
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correspondent originations

mortgage lending companies
savings & loans
banks

MBS purchases

wall street dealers
bulk loan purchases banks
banks
mortgage lending comparies
wall street dealers

CP financing

wall street firms
pension funds
asset managers
money market funds
government entities

_ ® o wall street firms

repo financi n

by ROE, and our long-standing contacts at numerous

Wall Street dealers, we tap into the vast pool of existing
mortgage assets that are for sale. In addition, since it is
widely known that Thornburg Mortgage deals exclusively
in ARM assets, we often have the opportunity to deal
directly with the nation’s leading mortgage banking companies

who sell us their ARM production.

Our relaticnships on the origination side of the business
play an increasingly meaningful role at Thornburg Mortgage,
as we believe this business can have a significant impact
on our future earnings growth. The residential loan
origination market is highly competitive, especially when
production decreases during a period of rising interest
rates, like now. Yet, in 2004, a year that witnessed a
double-digit decline in origination activity industry wide,
Thornburg Mortgage increased origination volume by 8%,
1o $4.3 billion. We achieved this by continuing our efforts
to build a strong network of financial intermediaries,

principally correspondent lenders and financial planners,

Thomburg
Mortgage

CDO financing

@ Wiolesaie Sewreas
® Origination Seurces

direct retail originations

financial advisors and planners
shareholders
current customers

origination vendors

loan {ulfiltment centers
loan calt center
loan servicer

long-term capital

investment bankers
institutional shareholders
: retail shareholders

pensloﬂ ands ﬁor note holders

—

through whom we can originate loans that meet our high
quality underwriting guidelines. Although we started our
loan origination business just five years ago, our mutually
beneficial relationships with correspondent lenders,
financial planners and our customers are propelling our

gains in market share,

Our correspondent lenders include many of the nation’s
leading banks, mortgage companies and savings and loan
institutions, all of which are regulated and licensed entities
having strong capital bases, excellent reputations and
unmatched access to our preferred customers —highly
credit-worthy individuals who are seeking jJumbo ARM
loans. These are rewarding partnerships; we provide
competitive loan rates, compelling loan products,
underwriting flexibility, and unparalleled customer service,
while our correspondents provide us with high quality
loans at little or no marketing cost. We now work with
approximately |70 approved correspondent lenders

across the country and the level of loan production
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generated from them in 2004 ranked Thornburg Mortgage
as the 22nd largest single-family residential correspondent

lender in the country.

Financial advisors and planrers —among them independents
and others employed by household-name mutual fund
and brokerage firms — are playing an expanding role in
attracting credit-worthy customers to Thornburg Mortgage,
accounting for 34% of our retail loan production in 2004.
Unlike correspondent lenders, whose specialty is mortgages,
financial planners are recognizing the value of employing a
mortgage loan as a strategic financial planning tool and are
beginning to recommend Thornburg Mortgage's adaptable
product menu. To enhance these relationships, our Plus
Program helps financial planners analyze their clients’
complete financial positions, not just their investment
portfolios. Working with our dedicated Financial Planner
Team, financial planners can expand their practices by
offering private-client mortgage lending services — which
helps their clients reduce debt or build wealth — while

retaining or increasing their own assets under management.

Our direct-to-consumer origination efforts are also
expanding. Consumers with superior credit histories
seeking jumbo ARMSs now gravitate to Thornburg Mortgage
for our industry-leading se-vice and loans tailored to meet
their often unique needs. Many come to us directly via

the Internet or by telephone; and increasingly, they

contact us at the urging of a family member or friend who
is already a Thornburg Mortgage customer or one of our
130,000-plus shareholders. Whether we gain customers
through our correspondent or retail channels, our goal is

to build lifelong relationships with our borrowers.

Our ability to establish relationships and retain customers
nationwide results from the superior customer service
we provide throughout the mortgage process. We work
closely with established industry service companies that
handle the majority of our loan processing, underwriting,
closing, and servicing functions in the Thornburg Mortgage
name. Our unique, variable cost service model offers our
customers high quality support backed by experience —
from closing a loan to our popular loan modification
program —without the costly overhead associated

with our traditional brick and mortar competitors. Our
customer satisfaction ratings are a true measure of the
success of our outsourcing model. In a 2004 survey,
96% of our borrowers said they would "“definitely”

or "probably” refer someone to Thornburg Mortgage.
That confidence is reflected in our referral activity, which

accounted for 26% of our direct retail business in 2004,

These relationships, and others to come, are the foundation
for Thornburg Mortgage's growth and a critical touchstone
for our company as we seek sustained growth in challenging

and compelling markets.




PRICEWATERHOUSE(COPERS

To the Board of Directors and Shareholders of Thornburg Mortgage, Inc.:

We have audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the consolidated financial statements of Thornburg
Mortgage, Inc. as of December 31, 2004 and December 31, 2003, and for each of the
three years in the period ended December 31, 2004, management's assessment of the
effectiveness of the Company's internal control over financial reporting as of December 31,
2004 and the effectiveness of the Company's internal control over financial reporting
as of December 31, 2004; and in our report dated February 28, 2005, we expressed
unqualified opinions thereon. The consolidated financial statements and management's
assessment of the effectiveness of internal control over financial reporting referred to
above (not presented herein) are included in the Company's Annual Report on Form
10-K for the year ended December 31, 2004,

In our opinion, the information set forth in the accompanying condensed consolidated
financial statements is fairly stated, in all material respects, in relation to the consolidated

financial statements from which it has been derived.

W&W LLfp

PricewaterhouseCoopers LLP

Los Angeles, CA
February 28, 2005
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assets

December 31, 2004

December 31, 2003

Adjustable-rate mortgage (ARM) assets:

ARM securities, net $ 18,656,045 $ 11,520,741
ARM loans:
Securitized ARM loans, net 2,899,985 3,687,466
ARM loans collateralizing debt obligations, net 6,720,810 3,146,961
ARM loans held for securitization, net 466,221 496,998
ARM loans 10,087,016 7,331,425
ARM assets 28,743,061 18,852,166
Cash and cash equivalents 112,622 85,366
Restricted cash and cash equivalents 30,737 51,600
Hedging instruments 144,230 40,356
Accrued interest receivable 118,273 73702
Prepaid expenses and other 40,695 15,609
$ 29,189,618 $ 19118799
liabilities
Reverse repurchase agreements $ 14,248,939 $ 13926858
Asset-backed commercial paper 4,905,000 —
Collaterzlized debt obligations (CDOs) 6,623,641 3,114,047
Whole loan financing facilities 285,555 369,343
Hedging instruments 26,027 113,518
Senior notes 304,173 251,080
Payable for securities purchased 815,915 —
Accrued interest payable 44,109 26,114
Dividends payable 62,495 47,350
Accrued expenses and other 84,580 31,385
27,400,434 17879695
shareholders’ equity
Common stock: par value $0.01 per share;
499,978 shares authorized, 91,904 and 73,985 shares
issued and outstanding, respectively 919 740
Additional paid-in-capital 1,872,487 1,376,879
Accumulated other comprehensive loss (90,715) (142,778)
Retained earnings 6,493 4,263
1,789,184 1,239,104
$ 19118799

See enclosed 10-K for complete Consolidated Financial Statements and Notes.

$ 29,896I8




2004 2003 2002

Interest income from ARM assets and cash equivalents $ 930,062 $ 589615 $ 401967
Interest expense on borrowed funds (635,794) (355,662) (244,038)
net interest income 294,268 233,953 157929
Servicing income, net 5,694 1,883 592
Gain on ARM assets and hedging instruments, net 11,570 6,005 903
Hedging expense (606) (693) (1,426)
Provision for credit losses (1,436) (3,137) —
Management fee (16,170) (11,510 (7831
Performance fee (34.611) (27,897) (17,518)
Long-term incentive awards (9,788) {8.923) (4.114)
Other operating expenses (15,882) (12,177) (8,519)
Net income before income taxes 233,039 176,504 120,016
Income taxes (475) — —
net income 232,564 $ 176504 $ 120016
Net income 232,564 $ 176504 $ 120016
Dividends on Series A preferred stock — (3,340) (6,679)
Net income available to common shareholders 232,564 $ 173164 $ 113337
Basic earnings per share:

Net income 2.80 $ 2.73 $ 260

Average number of shares outstanding 83,001 63,485 43,590
Diluted earnings per share:

Net income 2.80 $ 271 $ 259

Average number of shares outstanding 83,00i 65,217 46,350
Dividends declared per common share 2.66 $ 2.49 $ 2.285
Noninterest expense as a percent of average assets 0.32% 0.42% 0.45%

See enclosed 10-K for complete Consolidated Financial Statements and Notes.
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COIMINOT ock and market data

The company's common stock is traded on the New York Stock Exchange under the trading symbol “TMA." As of February 23,

2005, the company had 93,357,030 shares of common stock outstanding, which were held by 6,043 holders of record and

approximately 128,308 beneficial owners.

The following table sets forth, for the periods indicated, the high, low and closing sales prices per share of common stock as

reported on the New York Stock Exchange composite tape and the cash dividends declared per share of common stock.

tock pric
sio P s Cash Dividends

2004 High Low Close Declared Per Share
Fourth Quarter ended December 31, 2004 $ 3024 $ 27.70 $ 2896 $ 04680
Third Quarter ended September 30, 2004 30.10 26.34 29.01 0.67
Second Quarter ended June 30, 2004 31.28 22.60 26.95 0.66
First Quarter ended March 31, 2004 31,10 26.60 31.10 0.65
2003

Fourth Quarter ended December 31, 2003 $ 2783 $ 25.36 $ 2720 $ 064@
Third Quarter ended September 30, 2003 2796 21.61 2533 0.63
Second Quarter ended June 30, 2003 26.89 20.50 24.70 0.62
First Quarter ended March 31, 2003 2099 19.40 20.63 0.60
2002

Fourth Quarter ended December 3(, 2002 $ 2094 $ 1620 $ 2010 $ 0585@
Third Quarter ended September 30, 2002 20.84 1670 1879 0.58
Second Quarter ended June 30, 2002 2133 1892 19.68 0.57
First Quarter ended March 31,2002 21.20 1775 2004 0.55

() The fourth quarter 2004 dividend was declared in December 2004 and paid in January 2005.
@ The fourth quarter 2003 dividend was declared in December 2003 and paid in January 2004,
(3 The fourth quarter 2002 dividend was declared in December 2002 and paid in January 2003,
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PART!I
In this annual report, we refer to Thornburg Mortgage, Inc. and its subsidiaries as “we,” “us,” or “the Company,” unless
we specifically state otherwise or the context indicates otherwise. Capitalized terms not otherwise defined in the annual
report and financial statements below shall have the definitive meanings assigned to them in the Glossary at the end of this
report.

Item I. BUSINESS
GENERAL

We are a single-family residential mortgage {ender that originates, acquires and retains investments in adjustable and variable
rate mortgage (“ARM?”) assets, thereby providing capital to the single-family residential housing market. Our ARM assets
consist of ARM securities and ARM loans and are comprised of Traditional ARM assets and Hybrid ARM assets. ARM
securities represent interests in pools of ARM loans, which are publicly rated and issued by third parties and may include
guarantees or other third-party credit enhancements against losses from loan defaults. ARM loans are either loans that we
have securitized from our own origination or loan acquisition activities, loans that we use as collateral to support the issuance
of long-term collateralized debt obligations (“CDOs”) or loans pending securitization. Like traditional banking institutions,
our income is generated primarily from the net spread or difference between the interest income we earn on our ARM assets
and the cost of our borrowings. Our strategy is to maximize the long-term sustainable difference between the yield on our
ARM assets and the cost of financing these assets, and to maintain that difference through interest rate and credit cycles.

While we are not a bank or savings and loan institution, our business purpose, strategy, method of operation and risk profile
are best understood in comparison to such institutions. We finance the purchases and originations of our ARM assets with
equity capital, unsecured debt, CDOs and short-term borrowings such as reverse repurchase agreements, asset-backed
commercial paper (“Asset-backed CP”), whole loan financing facilities, and other collateralized financings that we may
establish in the future. When we borrow short-term or floating-rate funds to finance our Hybrid ARM assets, we also enter
into interest rate hedging transactions, which are intended to fix, or cap, our borrowing costs during the fixed-rate period of
the Hybrid ARM asset. We believe our exposure to changes in interest rates is minimal since the assets we hold are
primarily ARM assets and we generally match the Duration, which is a calculation expressed in months or years that is a
measure of the expected price change of financial instruments based on changes in interest rates, of those assets with funding
of comparable Duration. We have a policy to operate with an Adjusted Equity-to-Assets Ratio of at least 8% and we
typically operate with a 9 to 10% Adjusted Equity-to-Assets Ratio. See “Capital Utilization and Leverage” on page 35 for a
calculation of our Adjusted Equity-to-Assets Ratio. Moreover, we focus on acquiring high quality assets to minimize
potential credit losses and to ensure our access to financing. Similarly, we maintain strict credit underwriting standards and
have experienced cumulative credit losses of only $174,000 on our loan portfolio since we began acquiring loans in 1997.
We believe our low cost operating structure has resulted in operating costs well below those of other mortgage originators.
We believe our corporate structure differs from most lending institutions in that we are organized for tax purposes as a REIT
and, therefore, pay substantially all of our earnings in the form of dividends to shareholders.

We are an externally advised REIT and are managed under the Management Agreement with Thornburg Mortgage Advisory
Corporation, which manages our operations, subject to the supervision of the Board of Directors. See “Employees — The
Management Agreement.”

Our Internet website address is www.thornburgmortgage.com. We make available free of charge, through our Internet
website, our annual report on Form 10-K, our quarterly reports on Form 10-Q, our current reports on Form 8-K and any
amendments to those reports that we file or furnish pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of 1934
as soon as reasonably practicable after we electronically file such material with, or furnish it to, the SEC.

You may also find the Code of Conduct, the Corporate Governance Guidelines and the charters of the Audit Committee,
Nominating/Corporate Governance Committee and Compensation Committee of the Board of Directors at our website under
the “Investors — Corporate Governance” section. These documents are also available in print to anyone who requests them
by writing to us at the following address: 150 Washington Avenue, Suite 302, Santa Fe, New Mexico, 87501, or by phoning
us at (505) 989-1900.




CORPORATE GOVERNANCE

We pride ourselves on maintaining an ethical workplace in which the highest standards of professional conduct are practiced.
Accordingly, we would like to highlight the following facts relating to corporate governance:

¢ The Board of Directors is, and always has been, composed of a majority of independent directors. The Audit,
Nominating/Corporate Governance and Compensation Committees of the Board of Directors are, and always have
been, composed exclusively of independent directors. The Board of Directors 1) reviews our financial resulits,
policy compliance and strategic direction on a quarterly basis, 2) reviews the budget and five-year strategic plan
annually and 3) performs an annual review of the Manager’s performance and implementation of our strategic plan.

o We have a Code of Conduct and Corporate Governance Guidelines that cover a wide range of business practices
and procedures that apply to all of our employees, officers and directors and the Manager that foster the highest
standards of ethics and conduct in all of our business relationships.

e  We have an Insider Trading Policy that prohibits any of the directors, officers or employees of the Company or the
Manager from buying or selling Common Stock on the basis of material nonpublic information, and prohibits
communicating material nonpublic information to others.

+ We are managed externally by the Manager under the terms of the Management Agreement, subject to the
supervision of the Board of Directors. The Manager’s compensation is based on formulas tied to our success in
increasing common equity capitalization and generating net income above defined targets. The Compensation
Committee and the independent directors annually evaluate the Manager’s performance and determine whether the
compensation paid to the Manager is reasonable in relation to the nature and quality of services performed. See
“Employees — The Management Agreement.”

»  We have a formal internal audit function to further the effective functioning of our internal controls and procedures.
Our internal audit plan is approved annually by the Audit Committee and is based on a formal risk assessment and is
intended to provide management and the Audit Committee with an effective tool to identify and address areas of
financial or operational concerns and ensure that appropriate controls and procedures are in place. We have
implemented Section 404 of the Sarbanes-Oxley Act of 2002, which requires an evaluation of internal control over
financial reporting in association with our financial statements for the year ending December 31, 2004. See
“Controls and Procedures — Management’s Annual Report on Internal Control over Financial Reporting” on page
49.

OPERATING POLICIES AND STRATEGIES
Portfolio Strategies

Our business strategy is to acquire and originate ARM assets to hold in our portfolio, fund them using equity capital and
borrowed funds, and generate earnings from the difference, or spread, between the yield on our assets and our cost of
borrowings.

We acquire ARM assets from investment banking firms, broker-dealers and similar financial institutions that regularly make
markets in these assets. We also acquire ARM assets from other mortgage providers, including mortgage bankers, banks,
savings and loan institutions, home builders and other firms involved in originating, packaging and selling mortgage loans.
We believe we have a competitive advantage in acquiring and investing in these ARM assets due to the low cost of our
operations relative to traditional mortgage investors and originators.

We originate ARM loans for our portfolio through our correspondent lending program, which currently includes
approximately 170 approved correspondents, and we originate ARM loans direct to consumers. We are authorized to lend in
all 50 states and the District of Columbia. We believe that diversifying our sources for ARM loans and ARM securities will
enable us to consistently find attractive opportunities to acquire or create high quality assets at attractive yields and spreads
for our portfolio.




We have a focused portfolio lending investment policy designed to minimize credit risk and interest rate risk. Our mortgage
assets portfolio may consist of Ginnie Mae, Fannie Mae or Freddie Mac securities, or privately issued (generally publicly
registered) ARM pass-through securities, multi-class pass-through securities, CMOs, “A quality” ARM loans that we intend
to securitize, securities issued by others that are backed by “A quality” loans where we have purchased all of the resulting
classes, fixed-rate MBS with an expected Duration of one year or less or other short-term investments that either mature
within one year or have an interest rate that reprices within one year.

Our investment policy requires that we invest at least 70% of our total assets in High Quality ARM assets and short-term
investments. The remainder of our ARM portfolio, comprising not more than 30% of total assets, may consist of Other
Investment assets.

Our ARM assets include investments in Hybrid ARM assets. We limit our ownership of Hybrid ARM assets with fixed-rate
periods of greater than five years to no more than 30% of our total assets. (In January 2005, the Board of Directors increased
this percentage from 20%.) We use Hybrid ARM Hedging Instruments as hedges to fix, or cap, the interest rates on the
short-term borrowings and CDOs financing our Hybrid ARM assets. We have a policy that requires us to maintain a Hybrid
ARM portfolio Net Duration of less than one year. We use a financial model that simulates interest rate changes and
calculates the impact of those changes on the fair value of our Hybrid ARM portfolio. By maintaining a Net Duration of less
than one year, we believe that we can maintain relatively stable earnings and dividends given changing interest rates.

To mitigate the adverse effect of an increase in prepayments on our ARM assets, we emphasize the purchase of ARM assets
at prices close to or below par. We amortize any premiums paid for our assets over their expected lives using the effective
yield method of accounting. To the extent that the prepayment rate on our ARM assets differs from expectations, our net
interest income will be affected. Prepayments generally increase when current mortgage interest rates fall below the interest
rates on existing ARM loans. To the extent there is an increase in prepayment rates, resulting in a shortening of the expected
lives of our ARM assets, our net income and, therefore, the amount available for dividends could be adversely affected.

We believe that our status as a mortgage REIT makes an investment in our equity securities attractive for tax-exempt
investors, such as pension plans, profit sharing plans, 401(k) plans, Keogh plans and IRAs. We do not invest in REMIC
residuals or other CMO residuals that would result in the creation of excess inclusion income or unrelated business taxable
income.

Acquisition, Securitization and Retention of Traditional ARM and Hybrid ARM Loans

We acquire and originate “A quality” mortgage loans through our wholly-owned mortgage loan origination subsidiary,
Thomburg Mortgage Home Loans, Inc. (“TMHL”) from three sources: (i) correspondent lending, (ii) direct retail loan
originations, and (iii) bulk acquisitions. Correspondent lending involves acquiring individual loans from lending partners
which we have approved and which originate the individual loans using our product pricing, underwriting criteria and
guidelines, or other approved criteria and guidelines. Direct retail loan originations are loans that we originate through
financial intermediaries or directly to consumers via the Internet or by telephone. Bulk acquisitions involve acquiring pools
of whole loans, which are originated using the seller’s guidelines and underwriting criteria. The loans we acquire or
originate are financed through warehouse borrowing arrangements pending securitization for our portfolio.

The loans acquired or originated by TMHL are first lien, single-family residential Traditional ARM and Hybrid ARM loans
with original terms to maturity of not more than forty years and are either fully amortizing or are interest-only for up to ten
years, and fully amortizing thereafter.

All ARM loans that we acquire or originate for our portfolio bear an interest rate tied to an interest rate index. Most loans
have periodic and lifetime constraints on how much the loan interest rate can change on any predetermined interest rate reset
date. The interest rate on each Traditional ARM loan resets monthly, semi-annually or annually. The Traditional ARM
loans generally adjust to a margin over a U.S. Treasury index or a LIBOR index. The Hybrid ARM loans have a fixed rate
for an initial period, generally 3 to 10 years, and then convert to Traditional ARM loans for their remaining term to maturity.

We acquire and originate ARM loans for our portfolio with the intention of securitizing them into pools of High Quality
ARM securities and retaining them in our portfolio as securitized ARM loans. Alternatively, we may also use our loans as
collateral for CDOs. In order to facilitate the securitization or financing of our loans, we generally create subordinate
certificates, which provide a specified amount of credit enhancement. We issue securities through securities underwriters
and either retain these securities and finance them in the repurchase agreement market or the Asset-backed CP market, or
finance them through the issuance of CDOs in the capital markets. Our investment policy limits the amount we may retain of



these below Investment Grade subordinate certificates, and subordinate classes that we purchase in connection with a whole
pool securitization effected by third parties, to 17.5% of shareholders’ equity, measured on a historical cost basis.

We believe acquiring or originating ARM loans and then securitizing them benefits us by providing: (i) greater control over
the quality and types of ARM assets acquired; (ii) the ability to acquire ARM assets at lower prices, so that the amount of the
premium to be amortized will be reduced in the event of prepayment; (iii) additional sources of new whole-pool ARM assets;
and (iv) generally higher yielding investments in our portfolio.

We offer a loan modification program on all loans we originate or service. We believe this program promotes customer
retention and reduces loan prepayments. Under the terms of this program, a borrower pays a fee to modify the mortgage loan
to any then-available Hybrid or Traditional ARM product that we offer at the offered retail interest rate plus 1/8%. During
2004, we modified 709 loans with balances totaling $403.6 million. At December 31, 2004, the pipeline of loans to be
modified totaled $67.9 million.

Correspondent Lending

In the correspondent lending channel, we acquire mortgage loans from Company-approved correspondent lenders. We pre-
qualify all correspondents to determine their financial strength, the soundness of their own established in-house mortgage
procedures and their ability to fulfill their representations and warranties to us. Correspondents’ compliance with these
qualifications is assessed annually. The majority of loans acquired from correspondents are originated to our approved
specifications including our internally developed loan products, credit and property guidelines, and underwriting criteria. In
certain cases, correspondents sell their own loan products to us, which are originated according to the correspondents’
product specifications and underwriting guidelines that have been pre-approved by us.

Prior to purchase, we review all of the loans generated by our correspondents to ensure product quality and compliance with
our underwriting guidelines. We perform a full underwriting review of each loan file, including all credit and appraisal
information.

Direct Retail Loan Origination

In the direct retail channel, we capitalize on our competitive advantages including our portfolio lending capability, cost-
efficient operation, strategic partnerships, and available technology, to offer prospective borrowers attractive and innovative
mortgage products, competitive mortgage rates, and a high level of customer service. We originate mortgage loans through
TMHL, which is authorized to originate loans in all fifty states and the District of Columbia.

Our direct retail lending origination model is built upon strategic partnerships with third-party providers of traditional ‘“back
office” processing and underwriting and other services such as appraisals, title and settlement services. We have entered into
agreements with two third-party, private label fulfillment vendors for the processing, underwriting and closing of our direct
retail loans. Another third-party service provider has staffed a mortgage loan call center for our benefit. In addition, we
work with nationally recognized providers of appraisal, credit, title insurance and settlement services. We oversee the
activities of these service providers through on-site visits, report monitoring, customer service surveys, post-closing quality
control, and periodic direct participation in the customer experience. These services are provided on a private label basis,
meaning that these providers will identify themselves as being our representatives. The benefit to us of this arrangement is
that we pay for these services as we use them, without a significant investment in personnel, systems, office space and
equipment.

We use two approaches to originate loans directly with borrowers. We originate loans using a call center, where borrowers
can call to inquire about loan products and interest rates, seek advice and counseling regarding qualifying for a loan and the
approval process, and complete a mortgage application. The completed mortgage loan application along with a request for
additional supporting documentation is then sent to the borrower for signature. Our loan processors, or their third-party
agents, are responsible for working with the borrower to complete the processing of the loan application, obtain a final loan
approval and schedule the loan for closing.

We also offer mortgages on-line utilizing third-party, private label, web-based origination systems. Prospective borrowers
are able to look up mortgage loan product and interest rate information through our website, obtain access to a variety of
mortgage calculators and consumer help features, submit an application on-line and begin the process of obtaining pre-
approval of their loan. Once a mortgage loan application has been submitted, one of our representatives will assist the
borrower in completing the loan process.




Bulk Loan Acquisitions

Third-party mortgage originators or aggregators sell us pools of single-family residential Traditional ARM and Hybrid ARM
loans at market prices, with or without the servicing rights. The loans are originated using the seller’s loan products,
programs and underwriting guidelines. Additionally, the originator performs the credit review of the borrower, the appraisal
of the property and the quality control procedures. We generally only consider the purchase of loans when the borrowers
have had their income and assets verified, their credit checked and appraisals of the properties have been obtained. We or a
third party then perform an independent underwriting review of the processing, underwriting and loan closing methodologies
that the originators used in qualifying a borrower for a loan. Depending on the size of the loan package, we may not review
all of the loans in a bulk package of loans, but rather select loans for underwriting review based upon specific risk-based
criteria such as property location, loan size, effective loan-to-value ratio, borrowers’ credit score and other criteria that we
believe to be important indicators of credit risk. Additionally, prior to the purchase of loans, we obtain representations and
warranties from each seller stating that each loan either meets the seller’s pre-approved underwriting standards and other
requirements or is underwritten to our standards. A seller who breaches such representations and warranties in making a
loan that we purchase may be obligated to repurchase the loan. As added security, we use the services of a third-party
document custodian to insure the quality and accuracy of all individual mortgage loan closing documents and to hold the
documents in safekeeping. As a result, all of the original individual loan collateral documents that are signed by the
borrower, other than the original credit verification documents, are examined, verified and held by the custodian.

Mortgage Loan Servicing

We obtain the servicing rights on a majority of the loans we acquire through the correspondent loan acquisition programs,
with the intention of providing borrowers with ongoing high quality customer service, as well as loan modification and
refinance opportunities. We also retain the servicing rights on loans originated through the direct retail channel. These
efforts are designed to lower prepayment rates on the portfolio through customer retention. We contract with a third-party
subservicer to service our loans on a private label basis. This third-party subservicer collects mortgage loan payments,
manages escrow accounts, provides monthly statements and notices to borrowers, offers on-line mortgage servicing
information and provides customer service, loan collection, loan modification processing, loss mitigation, foreclosure,
bankruptcy and real estate-owned management services. We actively monitor and manage the activities of our subservicer,
and pay fees for this service based on a fixed fee schedule per mortgage loan. We also advance funds to the subservicer as
needed when there is a shortfall in the escrow activity.

Underwriting Guidelines

Our underwriting guidelines are intended to determine the collateral value of the mortgaged property and to consider the
borrower’s credit standing and repayment ability. Each prospective borrower completes an application that includes
information with respect to the applicant’s assets, liabilities, income and employment history, as well as certain other
personal information. A credit report is required for each applicant from at least one credit reporting company. The report
typically contains information relating to matters such as credit history with local and national merchants and lenders,
installment debt payments and any record of default, bankruptcy, repossession, suit or judgment. At December 31, 2004, our
borrowers had an average FICO score of 736. On a case-by-case basis, we may determine that, based upon compensating
factors, a prospective borrower not strictly qualifying under the applicable underwriting guidelines warrants an underwriting
exception. Compensating factors may include, but are not limited to, low loan-to-value ratios, low debt-to-income ratios,
good credit history, stable employment, financial reserves, and time in residence at the applicant’s current address.

Our underwriting guidelines for both the correspondent lending and direct retail loan origination channels are applied in
accordance with a procedure that generally requires at least one appraisal, and for larger loan amounts, multiple appraisals or
field reviews. Our underwriting guidelines permit single-family mortgage loans with loan-to-value ratios at origination of up
to 95% (or, with respect to additional collateral mortgage loans, up to 100%) for the highest credit-grading category,
depending on the creditworthiness of the borrower, the type and use of the property, the purpose of the loan application and
the loan amount. It is our policy that loans with loan-to-value ratios greater than 80% must either have mortgage insurance
or additional collateral securing the loan.



Loan Quality Control

We employ a number of pre- and post-funding measures to ensure the quality of our loans. In addition to our pre-funding
review of all correspondent loans and oversight of our retail lending third-party providers, we utilize a third-party provider to
conduct pre-funding fraud checks on 15%-20% of retail and correspondent loans prior to funding. These checks validate
loan application data via relational databases and logic to identify potentially fraudulent data.

Post-funding, we contract with a third-party provider to review a 10%-15% sample of all our retail and correspondent loans,
generally within one month of funding. These are extensive audits that involve a full evaluation of the underwriting decision
and a re-verification of loan documentation from borrower employment to appraisal. Qur internal quality control department
reviews all findings. Significant findings are circulated within relevant departments and provided to applicable
correspondents and summary reports are prepared for management and the Board of Directors.

Financing Strategies

We finance our ARM assets using equity capital, unsecured debt, CDOs and short-term borrowings such as reverse
repurchase agreements, Asset-backed CP, whole loan financing facilities and other collateralized financings that we may
establish in the future. See “Hedging Strategies” below for a discussion of how we convert short-term borrowings into the
equivalent of long-term fixed-rate financing for purposes of managing our interest rate risk. Our long-term objective is to
achieve a balanced funding mix including Asset-backed CP, CDOs and reverse repurchase agreements.

Reverse repurchase agreements involve a simultaneous sale of pledged assets to a lender at an agreed-upon price in return for
the lender’s agreement to resell the same assets back to us at a future date (the maturity of the borrowing) at a higher price.
The price difference is the cost of borrowing under these agreements. Because we borrow money under these agreements
based on the fair value of our ARM assets, our borrowing ability under these agreements could be limited and lenders could
initiate margin calls in the event of interest rate changes or if the value of our ARM assets declines for other reasons. We
have established lines of credit and collateralized financing agreements with 23 different financial institutions.

We enter into two types of reverse repurchase agreements: variable rate term reverse repurchase agreements and fixed-rate
reverse repurchase agreements. Our variable rate term reverse repurchase agreements are financings with original maturities
ranging from two to eighteen months. The interest rates on these variable rate term reverse repurchase agreements are
generally indexed to either the one-month or three-month LIBOR rate, and reprice accordingly. The fixed-rate reverse
repurchase agreements have original maturities generally ranging from 30 to 180 days. Generally, upon repayment of each
reverse repurchase agreement, we immediately pledge the ARM assets used to collateralize the financing to secure a new
reverse repurchase agreement.

On June 30, 2004, we established a new $5 billion Asset-backed CP facility, which provides us with an alternative way to
finance our high quality ARM securities portfolio. We issue Asset-backed CP in the form of secured liquidity notes that
have been rated P-1 by Moody’s Investors Service and F1+ by Fitch Ratings to money market investors. The notes can be
collateralized by Agency Securities and AAA-rated, adjustable-rate MBS that we have either purchased or created through
our loan securitization process. Importantly, we have diversified our funding sources by replacing a portion of our reverse
repurchase agreement borrowings with the issuance of Asset-backed CP under terms that are comparable to our existing
reverse repurchase agreement funding. As of December 31, 2004, we had $4.9 billion of Asset-backed CP outstanding.

We have also financed the purchase of ARM assets by issuing floating-rate and fixed-rate CDOs in the capital markets,
which are collateralized by ARM loans that are placed in a trust. The trust pays the principal and interest payments on the
debt out of the cash flows received on the collateral. This structure enables us to make more efficient use of our capital
because the capital requirement to support these financings is less than the amount required to support the same amount of
financings in the reverse repurchase agreement market. These transactions are a permanent form of financing and are not
subject to margin calls.

We also have financing facilities, or credit lines, for whole loans. A whole loan is the actual mortgage loan evidenced by a
note and secured by a mortgage or deed of trust. We use these financing facilities to finance our acquisition of whole loans
while we are accumulating loans for securitization.

We have issued Senior Notes in the amount of $305 million as an alternative form of long-term capital. The Senior Notes
bear interest at 8.0%, payable each May 15 and November 15, and mature on May 15, 2013. The Senior Notes are
unsecured and are redeemable at a declining premium, in whole or in part, beginning on May 15, 2008, and at par beginning
on May 15, 2011. The Senior Notes may also be redeemed under limited circumstances on or before May 15, 2006.
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Capital Utilization

The Board of Directors has approved a policy that limits our capacity to borrow funds to finance mortgage assets based on
our equity capital and unsecured debt (collectively, long-term capital). We monitor the relationship between our assets,
borrowings and long-term capital using a variety of different measures. However, the primary operating policy that limits
our borrowings and leverage is a requirement to maintain our Adjusted Equity-to-Assets Ratio at a minimum of 8%. Broadly
speaking, this ratio reflects the relationship between those assets financed with borrowings that are subject to margin calls
and our long term capital position. See further discussion of capital utilization beginning on page 35 and the calculation of
our Adjusted Equity-to-Assets Ratio on page 36.

Liquidity Management

Qur primary focus is to acquire and originate high quality, highly liquid assets such that sufficient assets could be readily
converted to cash, if necessary, in order to meet our financial obligations. Additionally, in January 2005, the Board of
Directors adopted a Liquidity Management Policy, which is designed to minimize potential shortfalls in liquidity resulting
from adverse changes in interest rates or market conditions. The Liquidity Management Policy requires the frequent
measurement of the potential market value exposure of the portfolio to a 100 BP instantaneous parallel increase in interest
rates over expected future interest rates. The calculated potential mark-to-market exposure resulting from this scenario is
probability weighted and compared to recent minimum liquidity levels in order to determine whether management needs to
take specific actions to improve liquidity or further reduce interest rate risk.

Hedging Strategies

We attempt to mitigate our interest rate risk by funding our ARM assets with a combination of short-term borrowings and
Hedging Instruments whose combined Durations approximately match the Durations on our ARM assets. Therefore, some
of our borrowings bear variable or short-term (one year or less) fixed interest rates because a portion of our ARM assets, the
Traditional ARM assets, have interest rates that adjust within one year. However, we finance our Hybrid ARM portfolio
with borrowings hedged with Hybrid ARM Hedging Instruments that fix the interest rate on the borrowings such that the Net
Duration is less than one year. A shorter Duration indicates a lower expected volatility of earnings when interest rates
change during future periods. When we enter into a Swap Agreement, we agree to pay a fixed rate of interest and to receive
a variable interest rate, generally based on LIBOR. We also enter into Eurodollar Transactions in order to fix the interest
rate changes on our forecasted three-month LIBOR-based liabilities. Each Eurodollar futures contract is a three-month
contract with a price that represents the forecasted three-month LIBOR rate. Selling Eurodollar futures contracts locks in a
future interest rate. The difference between these two values results in a gain or loss that offsets the change in the three-
month LIBOR rate and “locks-in” the forecasted three-month LIBOR rate for financing purposes. We purchase Cap
Agreements by incurring a one-time fee or premium. Pursuant to the terms of the Cap Agreements, we will receive cash
payments if the interest rate index specified in any such Cap Agreement increases above contractually specified levels.
Therefore, such Cap Agreements have the effect of capping the interest rate on a portion of our borrowings above a specified
level as opposed to fixing our cost of funds as in a swap transaction. The notional balances of the Hybrid ARM Hedging
Instruments generally decline over the life of these instruments. As of December 31, 2004, our Hybrid ARM Hedging
Instruments had a remaining average term to maturity of 3.1 years before considering the effects of prepayments and when
combined with our Hybrid ARM assets and related borrowings had a Net Duration of approximately 1.7 months, including
the effects of prepayments.

We enter into Pipeline Hedging Instruments to manage interest rate risk associated with commitments to purchase ARM
loans. The gain (loss) on the Pipeline Hedging Instruments is expected to offset the gain (loss) recorded for the change in
fair value of the loan commitments.

We may enter into additional hedging transactions designed to protect our borrowing costs or portfolio yields from interest
rate changes. We may purchase “interest-only” or “principal-only” mortgage derivative assets or other mortgage derivative
products for purposes of mitigating risk from interest rate changes. We may also use, from time to time, futures contracts
and options on futures contracts on the Eurodollar, Federal Funds, Treasury bills and Treasury notes and similar financial
instruments to mitigate risk from changing interest rates.

The hedging transactions that we currently use generally are designed to protect our income during periods of changing
market interest rates. We do not hedge for speculative purposes. Further, no hedging strategy can completely insulate us
from risk, particularly with respect to hedging against periodic cap risk, and certain of the federal income tax requirements
that we must satisfy to qualify as a REIT may limit our ability to hedge. We carefully monitor and may have to limit our
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hedging strategies to ensure that we do not realize excessive hedging income or hold hedging assets having excess value in
relation to total assets.

Operating Restrictions

The Board of Directors has established our operating and investment policies and strategies and reviews the implementation
of these policies and strategies on a quarterly basis. Any revisions in such policies and strategies require the approval of the
Board of Directors, including a majority of the independent directors. In general, the Board of Directors has the power to
modify or alter such policies without the consent of our shareholders.

We have elected to qualify as a REIT for tax purposes. We have adopted certain compliance guidelines, which include
restrictions on our acquisition, holding and sale of assets, thus limiting the investment strategies that we may employ.
Substantially all the assets that we have acquired and will acquire for investment are expected to be Qualified REIT Assets.

We closely monitor our purchases of ARM assets and the income from such assets, including from our hedging strategies, so
that we maintain our qualification as a REIT at all times. We developed certain accounting systems and testing procedures
with the help of qualified accountants and tax experts to facilitate our ongoing compliance with the REIT provisions of the
Code. See “Federal Incoime Tax Considerations - Requirements for Qualification as a REIT.”

We intend to conduct our business so as not to become regulated as an investment company under the Investment Company
Act. If we were to become regulated as an investment company, our ability to borrow funds to acquire additional assets
would be substantially reduced. The Investment Company Act exempts entities that are “primarily engaged in the business
of purchasing or otherwise acquiring Qualifying Interests.” Under current interpretation of the staff of the SEC, we must
maintain at least 55% of our assets directly in Qualifying Interests as defined in the Code. We closely monitor our
compliance with this requirement and we intend to maintain our exempt status. We have been able to maintain our
exemption so far through the purchase of whole pool Agency Securities and privately issued ARM securities and loans that
qualify for the exemption. See “Portfolio of Morigage Assets - ARM Securities - Privately Issued ARM Securities.”

PORTFOLIO OF MORTGAGE ASSETS

We have invested in the following types of ARM assets in accordance with the operating policies established by the Board of
Directors and described in “Business - Operating Policies and Strategies - Operating Restrictions.”

ARM Securities

Our investments in ARM securities are concentrated in High Quality ARM securities. These securities are issued and
guaranteed by Fannie Mae or Freddie Mac, or are privately issued ARM securities that generally have some form of third-
party credit enhancement and meet our High Quality credit criteria. See “Business -- Operating Policies and Strategies —
Portfolio Strategies.” The High Quality ARM securities that we acquire represent interests in ARM loans that are secured
primarily by first liens on single-family (one-to-four unit) residential properties, although we may also acquire ARM
securities secured by liens on other types of real estate-related properties.

ARM Loans

All of our ARM Loans are either Traditional ARM loans or Hybrid ARM loans. Securitized ARM loans are loans that we
have originated or acquired and securitized after March 31, 2001 in which we retain 100% of the beneficial ownership
interests. ARM loans collateralizing CDOs are also loans we have securitized that provide credit support for AAA or AA
certificates issued to third-party investors in our CDO structured financing arrangements. ARM loans held for securitization
are loans we have acquired or originated that we intend to securitize and retain.

When originating or acquiring Traditional ARM and Hybrid ARM loans, we focus our attention on all aspects of a
borrower’s profile and the characteristics of a mortgage loan product that we believe are most important in insuring excellent
loan performance and minimal credit exposure. We acquire loans that are generally underwritten to “A quality” standards.
Our borrowers generally make large down payments and have adequate liquid asset reserves, verified income, job stability
and excellent credit (as measured by a credit report and a credit score). In addition, full real estate appraisals are
underwritten to ensure the property collateral is well valued, appropriate to the neighborhood and located in a stable market.
The Traditional ARM and Hybrid ARM loans we have acquired are all first lien mortgages on single-family (one-to-four
units) residential properties. Some have additional collateral in the form of pledged financial assets. Pledged financial assets
are limited to marketable equity securities, investment grade bonds, cash or other approved securities. As a result, the loans
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we acquire are generally fully documented loans, generally with 80% or lower effective loan-to-value ratios based on
independently appraised property values. If a loan has a loan-to-value ratio above 80%, we require private mortgage
insurance or additional collateral, providing additional protection to us against credit risk. The average original effective
loan-to-value ratio of our loans was 66.3% as of December 31, 2004.

FORWARD-LOOKING STATEMENTS

Certain information contained in this Annual Report on Form 10-K constitutes “forward-looking” statements within the
meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934 that are based
on our current expectations, estimates and projections. Pursuant to those sections, we may obtain a “safe harbor” for
forward-looking statements by identifying those statements and by accompanying those statements with cautionary
statements, which identify factors that could cause actual results to differ from those expressed in the forward-looking
statements. Statements that are not historical facts, including statements about our beliefs and expectations, are forward-
looking statements. The words “believe,” “anticipate,” “intend,” “aim,” “expect,” “will,” “strive,” “target” and “project” and
similar words identify forward-looking statements. Such statements are not guarantees of future performance, events or
results and involve potential risks and uncertainties. Accordingly, our actual results may differ from our current expectations,
estimates and projections. Important factors that may impact our actual results or may cause our actual results to differ
materially from those expressed in any forward-looking statements made by us or on our behalf include, but are not limited
to, changes in interest rates, changes in yields available for purchase on adjustable and variable rate mortgage assets, changes
in the yield curve, changes in prepayment rates, changes in the supply of mortgage-backed securities and loans, our ability to
obtain financing and the terms of any financing that we do obtain. Other factors that may impact our actual results are
discussed in “Risk Factors” below. We do not undertake, and specifically disclaim, any obligation to publicly release the
result of any revisions that may be made to any forward-looking statements to reflect the occurrence of anticipated or
unanticipated events or circumstances after the date of such statements.

RISK FACTORS

We actively manage the risks associated with our business. Interest rate risks, credit risks, earnings volatility, REIT
qualification risks and other risks are monitored, measured and quantified by management in order to assure minimal
earnings and dividend fluctuations. However, investors should understand the nature of the risks that we face. Those key
risks are discussed below. If we fail to manage these risks, our actual results could differ from our expectations.

ARM yields change as short-term interest rates change.

e  When short-term interest rates are low, the yields on our ARM assets will be low, reducing our return on
equity.

e We own ARM assets tied to various interest rate indices. If the interest rate indices applicable to our ARM
assets change independently of other market interest rates, our ARM yields, spreads and earnings may be
adversely affected.

* We own ARM assets with various repricing or interest rate adjustment frequencies. The yields on these
assets also may respond to changes in their underlying indices on a delayed basis due to borrower
notification requirements. As a result, our yields and earnings on these assets could be temporarily below
our longer-term expectations.

e Increases in interest rates may result in a decline in the fair value of our ARM assets. A decrease in the fair
value of our ARM securities will result in a reduction of our book value due to the accounting rules that we
follow.

Book value changes as interest rates change.

¢ Increases in interest rates may result in a decline in the fair value of our ARM assets that may not be fully
offset by the value of our Hedging Instruments. A decrease in the fair value of our ARM securities may
result in a reduction of our book value due to the accounting standards that we are required to follow.

e The fair value of the Hedging Instruments we use to manage our interest rate risk may decline during
periods of declining interest rates and may not be fully offset by increases in the value of our ARM assets,
adversely affecting our book value because of the accounting standards that we are required to follow.
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We borrow money to fund the purchase of additional ARM assets. A significant contributor to our earnings is the
interest margin between the yield on our ARM assets and the cost of our borrowings.

»  All of the risks highlighted above could be magnified because we use borrowed funds to acquire additional
ARM assets for our portfolio.

¢ Our ability to borrow and our cost of borrowing could be adversely affected by deterioration in the quality
or fair value of our ARM assets or by general availability of credit in the mortgage market.

e We borrow funds based on the fair value of our ARM assets less a margin amount. If either the fair value
of our ARM assets declines, or our margin requirements increase, we could be subject to margin calls that
would require us to either pledge additional ARM assets as collateral or reduce our borrowings. If we did
not have sufficient unpledged assets or liquidity to meet these requirements, we may need to sell assets
under adverse market conditions to satisfy our lenders.

e  Our borrowings are tied primarily to the LIBOR interest rates, while our assets are indexed to LIBOR and
other various interest rate indices. If these other short-term indices move differently than LIBOR, our
earnings could be adversely affected to the extent of the difference.

e  Qur calculation of Duration and Net Duration are estimates based on assumptions about the expected
behavior of our assets, liabilities and Hedging Instruments that may prove to be empirically incorrect, and
our Duration and Net Duration change with every change in interest rates. As a result, our actual exposure
to changes in interest rates could be different than that implied by our Duration calculation.

e The interest rate adjustment or repricing characteristics of our ARM assets and borrowings may not be
perfectly matched. Rising interest rates could adversely affect our earnings and dividends if the interest
payments that we must make on our borrowings rise faster than the interest income we earn on our ARM
assets. Declining interest rates could adversely affect our earnings and dividends if the interest income we
receive on our ARM assets declines more quickly than the interest payments that we must make on our
borrowings. In general, the interest rates on our borrowings adjust more frequently than the interest rates
on our ARM assets.

e Some of our ARM assets have caps that limit the amount that the interest rate can change for a given
change in an underlying index. Our borrowings do not have similar limitations. If the interest rate change
on our ARM assets is limited while the interest rates on our borrowings increase, our Portfolio Margins and
earnings may be adversely affected.

*  We employ various hedging and funding strategies to minimize the adverse impact that changing interest
rates might have on our earnings, but our strategies may prove to be less effective in practice than we
anticipate, or our ability to use such strategies may be limited due to our need to comply with federal
income tax requirements that are necessary to preserve our REIT status.

e The fair value of the Hedging Instruments that we use to manage our interest rate risk may decline during
periods of declining interest rates, adversely affecting our book value because of the accounting standards
that we are required to follow.

Our mortgage assets may be prepaid at any time at the borrower’s option.

o  Mortgage prepayment rates typically rise during falling interest rate environments. If mortgages prepay,
the prepayment proceeds may be invested in lower yielding assets, thus reducing earnings.

o  Mortgage prepayment rates typically fall during rising interest rate environments. If mortgages do not
prepay, we would have less cash flow to use to purchase new mortgage assets in a higher interest rate
environment, potentially adversely affecting earnings.

s We purchase and originate ARM assets at prices greater than par. We amortize the premiums over the
expected life of the ARM asset. To the extent that we have purchased such assets, our yields, spreads and
earnings could be adversely affected if mortgage prepayment rates are greater than anticipated at the time
of acquisition because we would have to amortize the premiums at a faster rate.

We acquire Hybrid ARM assets that have fixed interest rate periods.
e A decline in interest rates may result in an increase in prepayment of our Hybrid ARM assets, which could
cause the amount of our fixed-rate financing to increase relative to the total amount of our Hybrid ARM

assets. This may result in a decline in our net spread on Hybrid ARM assets as replacement Hybrid ARM
assets may have a lower yield than the assets that are paying off.
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e  An increase in interest rates may result in a decline in prepayment of our Hybrid ARM assets, requiring us
to finance a greater amount of Hybrid ARM assets than originally anticipated at a time when interest rates
may be higher, which would result in a decline in our net spread on Hybrid ARM assets.

We originate and acquire ARV leans and ARM securities and have risk of loss due to mortgage loan defaults.

»  The ability of our borrowers to make timely principal and interest payments could be adversely affected by
changes in their personal circumstances, a rise in interest rates, a recession, declining real estate property
values or other economic events, resulting in losses to us.

o Ifa borrower defaults on a mortgage loan that we own and if the liquidation proceeds from the sale of the
property do not cover our loan amount and our legal, broker and selling costs, we would experience a loss.

e  We bear the risk of loss on loans we have originated or acquired due to hazard losses such as earthquakes,
floods, fires or similar hazards, unless the homeowner had insurance for such hazards.

e  We could experience losses if we fail to detect that a borrower has misrepresented its financial situation, or
that an appraisal misrepresented the value of the property collateralizing our loan.

o  We purchase ARM securities that have various degrees of third-party credit protection and are rated at least
Investment Grade at the time of purchase. It is possible that default and loan loss experience on the
underlying securitized loans could exceed any credit enhancement, subjecting us to risk of loss.

Our expansion into mortgage loan origination may not be successful.

o  We rely on third-party providers who specialize in the underwriting, processing, servicing and closing of
mortgage loans. We are dependent upon the availability and quality of the performance of such providers
and we cannot guarantee that they will successfully perform the services for which we engage them.

o As a mortgage lender, we are subject to changes in consumer and real estate-related laws and regulations
that could subject us to lawsuits or adversely affect our profitability or ability to remain competitive.

o  We must comply with the applicable licensing and other regulatory requirements of each jurisdiction in
which we are authorized to lend. We are subject to examination by each jurisdiction, and if it is
determined that we are not in compliance with the applicable requirements, we may be fined and our
license to lend may be suspended or revoked.

o  We are competing for mortgage loans against much larger, better-known mortgage originators that could
affect our ability to acquire or originate ARM assets at attractive yields and spreads.

e ARM assets may not always be readily available for purchase or origination in the marketplace at attractive
yields because their availability is somewhat dependent on the relationship between 30-year fixed-rate
mortgage rates and ARM rates.

Our REIT tax status creates certain risks.

o  The requirements to qualify for REIT tax status are complex and technical, and we may not be able to
qualify for reasons beyond our control. Even though we have always exceeded all of the requirements for
qualifying, a failure to qualify as a REIT could subject our earnings to taxation at regular corporate rates,
thereby reducing the amount of money available for distributions to our shareholders and for payment of
principal and interest on our borrowings.

e  The REIT tax rules require that we distribute the majority of our earnings as dividends, leaving us limited
ability to maintain our future dividend payments if our earnings decline.

o  Because we must distribute the majority of our earnings to shareholders in the form of dividends, we have
a limited amount of capital available to internally fund our growth.

o  Additionally, because we cannot retain earnings to grow, we must issue additional shares of stock to grow,
which could result in the dilution of our outstanding stock and an accompanying decrease in its market
price.

e  Changes in tax laws related to REIT qualifications or taxation of dividends could adversely affect us.

The loss of the Investment Company Act exemption could adversely affect us.
©  We conduct our business so as not to become regulated as an investment company under the Investment

Company Act. If we were to become regulated as an investment company, we would not be able to operate
as we currently do.
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We are dependent on certain key personnel.

¢ The loss of the services of certain officers and key employees of the Manager could have an adverse effect
on our operations.

Some of cur directors and officers have ownership interests in the Manager, which may create conflicts of interest.

o The Manager is entitled to receive performance-based compensation based on our annualized return on
equity. Undue emphasis placed on maximization of our short-term return on equity at the expense of other
criteria could result in increased risk to our long-term return on equity.

We may change our policies without shareholder approval.

e The Board of Directors establishes all of our operating policies, including our investment, financing and
dividend policies. The Board of Directors has the ability and authority to revise or amend those policies
without shareholder approval.

Our technology infrastructure and systems are critical to our success.

o Our ability to originate, acquire and purchase ARM assets and manage the related interest rate risks and
credit risks is critical to our success and is highly dependent upon the efficient and uninterrupted operation
of our computer and communications hardware and software systems. Some of these systems are located
at our facility and some are maintained by third party vendors. Any significant interruption in the
availability and functionality of these systems could harm our business.

e Although we believe we have taken appropriate measures to provide for the security of our systems, our
security measures may not effectively prohibit others from obtaining improper access to our information. If
a person is able to circumvent our security measures, he or she could destroy or misappropriate valuable
information or disrupt our operations. Any security breach could expose us to risks of data loss, litigation
and liability and could seriously disrupt our operations and harm our reputation.

COMPETITICN

In acquiring ARM assets, we compete with other mortgage REITs, investment banking firms, savings and loan institutions,
banks, mortgage bankers, insurance companies, mutual funds, lenders, Fannie Mae, Freddie Mac and other entities
purchasing ARM assets, many of which have greater financial resources than we do. The existence of such entities may
increase the competition for the acquisition of ARM assets resulting in higher prices and lower yields on such mortgage
assets.

EMPLOYEES

The Manager provides our management and personnel, subject to the supervision of the Board of Directors and under the
terms of the Management Agreement discussed below. To date since the inception of our operations, the Manager has not
engaged in any other activities besides the management of our operations although it is permitted to do so under the terms of
the Management Agreement. As of December 31, 2004, the Manager had 88 employees, 54 of whom were directly engaged
in the activities of TMHL.

The Management Agreement

We amended the Management Agreement with the Manager in July 2004 to provide for a ten-year term, expiring in July
2014. The formulas used to calculate the base management and performance-based incentive fees earmmed under the
Management Agreement were revised such that the fees earned by the Manager are reduced from what they would have been
under the previous formulas. The Management Agreement provides for an annual review of the Manager’s performance and
the reasonableness of the compensation paid to the Manager by the independent directors of the Board of Directors. If we
terminate the Management Agreement other than for cause, we must pay the Manager a minimum fee. The Management
Agreement also provides that in the event a person or entity obtains more than 20% of Common Stock, we are combined
with or acquired by another entity, or we terminate the Management Agreement other than for cause, we are obligated to
acquire substantially all of the Manager’s assets through an exchange of shares with a value based on a formula tied to the
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Manager’s net profits. We have the right to terminate the Management Agreement upon the occurrence of certain specific
events, including a material breach by the Manager of any provision contained in the Management Agreement.

The Manager at all times is subject to the supervision of the Board of Directors and has only such functions and authority as
we may delegate to it. The Manager is responsible for our operations and performs all such services and activities relating to
the management of our assets and operations.

The Manager receives an annual base management fee based on Average Historical Equity, payable monthly in arrears
according to the following formula. The previous annual base management fee formula provided that the Manager earned
1.23% on the first $300 million of Average Historical Equity, plus 0.90% on Average Historical Equity above $300 million.
The amended Management Agreement continues this structure but limits the fee earned on Average Historical Equity over
$1.5 billion to 0.80% with the fee decreasing an additional 0.05% for each additional $0.5 billion in Average Historical
Equity thereafter until reaching a fee of 0.65% on any Average Historical Equity greater than $3.0 billion. These
percentages are subject to an inflation adjustment each July based on changes to the Consumer Price Index over the prior
twelve month period. The previous formula used to calculate the performance-based incentive fee provided that the Manager
earned 20% of our annualized net income, before performance-based compensation, above an annualized Return on Equity
equal to the Ten Year U.S. Treasury Rate plus 1%. The amended Management Agreement continues this structure but
provides that once the Manager has earned a performance fee of $30 million, the performance fee percentage of 20% is
reduced by 1% for each additional $5 million earned in performance fees until reaching a performance fee percentage of 15%
for any amount greater than $50 million.

Subject to the limitations set forth below, we pay all our operating expenses except those that the Manager is specifically
required to pay under the Management Agreement. The operating expenses that the Manager is required to pay include the
compensation of personnel who are performing management services for the Manager and the cost of office space,
equipment and other overhead-related expenses required in connection with those personnel providing management services
for the Manager. The expenses that we are required to pay include costs incident to the acquisition, disposition,
securitization and financing of mortgage loans, the compensation and expenses of operating personnel, marketing expenses,
regular legal and auditing fees and expenses, the fees and expenses of our directors, the costs of printing and mailing proxies
and reports to shareholders, the fees and expenses of our custodian and the Agent, if any, and the reimbursement of any
obligation of the Manager for any New Mexico gross receipts tax liability.

FEDERAL INCOME TAX CONSIDERATIONS
General

We have elected to be treated as a REIT for federal income tax purposes. In brief, if we meet certain detailed conditions
imposed by the REIT provisions of the Code, such as investing primarily in real estate and mortgage loans, we will not be
taxed at the corporate level on the taxable income that we currently distribute to our shareholders. We can therefore avoid
most of the "double taxation" (at the corporate level and then again at the shareholder level when the income is distributed)
that we would otherwise experience if we were a corporation.

1f we do not qualify as a REIT in any given year, we would be subject to federal income tax as a domestic corporation, which
would reduce the amount of the after-tax cash available for distribution to our shareholders. We believe that we have
satisfied the requirements for qualification as a REIT since the year ended 1993. We intend at all times to continue to
comply with the requirements for qualification as a REIT under the Code, as described below.

Requirements for Qualification as a REIT

To qualify for tax treatment as a REIT under the Code, we must meet certain tests, as described briefly below.

Ownership of Common Stock

For all taxable years after the first taxable year for which we elected to be a REIT, a minimum of 100 persons must hold our
shares of capital stock for at least 335 days of a 12-month year (or a proportionate part of a short tax year). In addition, at all
times during the second half of each taxable year, no more than 50% in value of our capital stock may be owned directly or
indirectly by five or fewer individuals. We are required to maintain records regarding the ownership of our shares and to

demand statements from persons who own more than a certain number of our shares regarding their ownership of shares.
We must keep a list of those shareholders who fail to reply to such a demand.
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We are required to use the calendar year as our taxable year for income tax purposes.

Nature of Assets

On the last day of each calendar quarter, at least 75% of the value of our assets must consist of Qualified REIT Assets,
government assets, cash and cash items. We expect that substantially all of our assets will continue to be Qualified REIT
Assets. On the last day of each calendar quarter, of the assets not included in the foregoing 75% assets test, the value of
securities that we hold issued by any one issuer may not exceed 5% in value of our total assets and we may not own more
than 10% of any one issuer's outstanding securities (with an exception for a qualified electing taxable REIT subsidiary or a
qualified REIT subsidiary). Under that exception, the aggregate value of business that we may undertake through taxable
subsidiaries is limited to 20% or less of our total assets. We monitor the purchase and holding of our assets in order to
comply with the above asset tests.

We may from time to time hold, through one or more taxable REIT subsidiaries, assets that, if we held directly, could
generate income that would have an adverse effect on our qualification as a REIT or on certain classes of our shareholders.
We do not reasonably expect that the value of such taxable subsidiaries, in the aggregate, will ever exceed 20% of our assets.

Sources of Income
We must meet the following separate income-based tests each year:

1. The 75% Test. At least 75% of our gross income for the taxable year must be derived from Qualified REIT Assets
including interest (other than interest based in whole or in part on the income or profits of any person) on obligations secured
by mortgages on real property or interests in real property. The investments that we have made and will continue to make
will give rise primarily to mortgage interest qualifying under the 75% income test.

2. The 95% Test. In addition to deriving 75% of our gross income from the sources listed above, at least an additional
20% of our gross income for the taxable year must be derived from those sources, or from dividends, interest or gains from
the sale or disposition of stock or other assets that are not dealer property. We intend to limit substantially all of the assets
that we acquire (other than stock in certain affiliate corporations as discussed below) to Qualified REIT Assets. Our policy
to maintain REIT status may limit the type of assets, including hedging contracts and other assets, which we otherwise might
acquire.

Distributions

We must distribute to our shareholders on a pro rata basis each year an amount equal to at least (i) 85% of our taxabie
income by the end of each calendar year and 30% of our taxable income by the time we file our tax return, before deduction
of dividends paid and excluding net capital gain, plus (ii) 90% of the excess of the net income from foreclosure property over
the tax imposed on such income by the Code, less (iii) any "excess noncash income". We intend to make distributions to our
shareholders in sufficient amounts to meet the distribution requirement.

The Service has ruled that if a REIT's dividend reinvestment plan allows shareholders of the REIT to elect to have cash
distributions reinvested in shares of the REIT at a purchase price equal to at least 95% of fair market value on the distribution
date, then such cash distributions qualify under the 90% distribution test. We believe that the DRSPP complies with this
ruling.

Taxation of Sharehoiders

For any taxable year in which we are treated as a REIT for federal income purposes, the amounts that we distribute to our
shareholders out of current or accumulated earnings and profits will be includable by the shareholders as ordinary income for
federal income tax purposes unless properly designated by us as capital gain dividends. Our distributions will not be eligible
for the dividends received deduction for corporations. Shareholders may not deduct any of our net operating losses or capital
losses.

If we make distributions to our shareholders in excess of our current and accumulated earnings and profits, those
distributions will be considered first a tax-free return of capital, reducing the tax basis of a shareholder's shares until the tax
basis is zero. Distributions in excess of the tax basis will be taxable as gain realized from the sale of our shares. We will
withhold 30% of dividend distributions to shareholders that we know to be foreign persons unless the shareholder provides
us with a properly completed Service form for claiming the reduced withholding rate under an applicable income tax treaty.
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The provisions of the Code are highly technical and complex. This summary is not intended to be a detailed discussion of
the Code or its rules and regulations, or of related administrative and judicial interpretations. We have not obtained a ruling
from the Service with respect to tax considerations relevant to our organization or operation, or to an acquisition of Common
Stock. This summary is not intended to be a substitute for prudent tax planning and each of our shareholders is urged to
consult his or her own tax advisor with respect to these and other federal, state and local tax consequences of the acquisition,
ownership and disposition of shares of our stock and any potential changes in applicable law.

Taxation of the Company

In each year that we qualify as a REIT, we generally will not be subject to federal income tax on that portion of our REIT
taxable income or capital gain that we distribute to our shareholders. We are subject to corporate level taxation on any
undistributed income. In addition, we face corporate level taxation due to any failure to make timely distributions, on the
built-in gain on assets acquired from a taxable corporation such as a taxable REIT subsidiary, on the income from any
property that we take in foreclosure and on which we make a foreclosure property election, and on the gain from any
property that is treated as “dealer property” in our hands. As of the close of business on May 31, 2004, TMHL and its
subsidiaries made the election to be taxable REIT subsidiaries and, as such, are subject to both federal and state corporate
income tax after that date.

ftem 2. PROPERTIES

Our principal executive offices are located in Santa Fe, New Mexico and are provided by the Manager in accordance with
the Management Agreement. Our subsidiaries have their principal offices in Santa Fe, New Mexico, which are leased from
the Manager.

Item 3. LEGAL PROCEEDINGS

At December 31, 2004, there were no material pending legal proceedings to which we were a party or to which any of our
property was subject.

Itemm 4. SUBMISSION CF MATTERS TO A VOTE OF SECURITY HOLDERS

No matters were submitted to a vote of our shareholders during the fourth quarter of 2004.
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PART II

Item 5. MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED SHAREHOLDER MATTERS AND
ISSUER PURCHASES OF EQUITY SECURITIES

The Common Stock is traded on the New York Stock Exchange under the trading symbol “TMA”. As of February 23, 2005,
we had 93,357,030 shares of Common Stock outstanding, held by 6,043 holders of record and approximately 128,308
beneficial owners.

The following table sets forth, for the periods indicated, the high, low and closing sales prices per share of the Common
Stock as reported on the New York Stock Exchange composite tape and the cash dividends declared per share of Common
Stock.

Cash
Dividends
Stock Prices Declared
2004 High Low Close Per Share
Fourth Quarter ended December 31, 2004 § 3024 $ 27.70 $28.96 $0.68 (1)
Third Quarter ended September 30, 2004 30.10 26.34 29.01 0.67
Second Quarter ended June 30, 2004 31.28 22.60 26.95 0.66
First Quarter ended March 31, 2004 31.10 26.60 31.10 0.65
2003
Fourth Quarter ended December 31, 2003 $ 27.83 $ 2336 $27.20 $0.64 (2)
Third Quarter ended September 30, 2003 27.96 21.61 25.33 0.63
Second Quarter ended June 30, 2003 26.89 20.50 24.70 0.62
First Quarter ended March 31, 2003 20.99 19.40 20.63 0.60

(1) The 2004 fourth quarter dividend was declared in December 2004 and paid in January 2005.
(2)  The 2003 fourth quarter dividend was declared in December 2003 and paid in January 2004.

In order to qualify for the tax benefits accorded to a REIT under the Code, we intend to pay quarterly dividends such that all
or substantially all of our taxable income each year (subject to certain adjustments) is distributed to our shareholders. All of
the distributions that we make will be at the discretion of the Board of Directors and will depend on our earnings and
financial condition, maintenance of REIT status and any other factors that the Board of Directors deems relevant.

Dividend Reinvestment and Stock Purchase Plan

The DRSPP allows shareholders of Common Stock to have their dividends reinvested in additional shares of Common Stock.
The Common Stock to be acquired under the DRSPP may be purchased from us at a discount from the then prevailing
market price, or in the open market or in privately negotiated transactions, at our sole discretion. Shareholders and non-
shareholders may also make additional monthly cash purchases of Common Stock, subject to a minimum of $100 per month
($500 minimum initial investment for new investors) and a maximum of $10,000 per month for each optional cash purchase,
although we may waive the limitation on the maximum amount upon request, at our sole discretion. The Agent is the trustee
and administrator of the DRSPP. Shareholders who own stock that is registered in their own name and want to participate in
the DRSPP must deliver a completed enrollment form to the Agent. Shareholders who own stock that is registered in a name
other than their own (e.g., broker or bank nominee) and want to participate in the DRSPP must either request the broker or
nominee to participate on their behalf or request that the broker or nominee re-register the stock in the shareholder’s name
and deliver a completed enrollment form to the Agent. Additional information about the DRSPP (including a prospectus)
and forms are available from the Agent or us.
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Item 6. SELECTED FINANCIAL DATA

The following selected financial data is derived from our audited financial statements for the years ended December 31,
2004, 2003, 2002, 2001, and 2000. -You should read the selected financial data together with the more detailed information
contained in the Financial Statements and associated Notes and “Management’s Discussion and Analysis of Financial
Condition and Results of Operations” included eisewhere in this Form 10-K.

Operations Statement Highlights
{dollar amounts in thousands,
except per share data)

Net interest income

Net income

EPS (basic)

EPS (diluted)

Average common shares - basic
Average common shares - diluted
Taxable income per common share (1)
Dividends declared per common share (2)
Yield on ARM assets

Portfolio Margin

Return on Equity

Noninterest expense to average assets
Balance Sheet Highlights

(dollar amounts in thousands,
except per share data)

ARM assets

Total assets

Reverse repurchase agreements
Asset-backed CP

CDOs

Senior Notes

Shareholders’ equity
Historical book value per common
share (1)

Book value per common share

Number of common shares outstanding

Year Ended December 31,
2004 2003 2002 2001 2000
$ 204268 § 233953 § 157,929 § 78,765 § 36,630
§ 232564 $§ 1765504 $ 120,016 $ 58460 § 29,165
$ 280 § 273 % 260 % 209 S 1.05
$ 280 S 271 % 259 % 209 8§ 1.05
83,001 63,485 43,590 24,754 21,506
83,001 65,217 46,350 24,803 21,519
$ 294 3§ 281 3 264 $ 213 % 1.07
3 266 § 249 8§ 2285 % 175§ 0.96
3.95% 4.05% 4.63 % 5.09 % 7.06 %
1.25% 1.61% 1.88 % 1.67 % 0.86 %
15.55% 17.31% 17.66 % 16.69 % 9.87 %
0.32% 0.42% 0.45 % 0.38 % 0.16 %
As of December 31,
2004 2003 2002 2001 2000
$ 28,743,061 §$ 18,852,166 § 10335213 § 5,732,145 § 4,139,461
$ 29,189,618 § 19,118,799 § 10,512,932 § 5,803,648 § 4,190,167
$ 14248939 § 13,926,858 § 8,568,260 § 4,738,827 § 2,961,617
§ 4905000 S - § - 8 - 8 -
$ 6,623,641 § 3,114,047 § 255415 § 432,581 $ 603,910
8 304,173  $ 251,080 § - 8 - 5 -
$ 1,789,184 § 1,239,104 § 833,042 § 532,658 § 317,538
b 2046 $ 18.68 § 16.54 § 15.12 § 15.30
$ 1947 § 1675 § 1454 § 1402 $ 11.67
91,904 73,985 52,763 33,305 21,572

(1) See reconciliation of non-GAAP financial measurements to comparable GAAP financial measurements on page 22.
(2) For the applicable year as reported in our quarterly earnings announcements.
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Reconciliation of non-GAAP financial measurements to comparable GAAP financial measurements

Taxable income per share
As a REIT, we pay substantially all of our taxable earnings in the form of dividends to shareholders. Therefore, taxable
income per share is a meaningful financial measurement for both management and investors. A reconciliation of our REIT
taxable income per common share to GAAP EPS (basic) follows:

Reconciliation of REIT Taxable Income Per Share to GAAP EPS

For the Years Ended December 31,

2004 2003 2002 2001 2000

REIT taxable income per share $ 293 § 281 § 267 % 213§ 1.00
Additions:

Hedging Instruments, net 0.12 0.04 - - -

Payments under long-term incentive plan 0.01 0.02 - - -

Actual credit losses on ARM securities - - 0.01 0.01 0.04

Conversion of taxable REIT subsidiary to

qualified REIT subsidiary, net - - 0.02 - -

Other 0.01 - - (0.00) 0.07
Deductions:

(Loss) gain on purchase loan commitments 0.12) 0.04 - - -

Provision for credit losses, net (0.02) (0.01) - (0.03) (0.05)

Long-term incentive plan expense (0.08) (0.16) (0.10) 0.01) (0.01)

Issuance of CDOs (0.02) (0.01) - - -

Taxable REIT subsidiary income (0.03) - - - -
GAAP EPS (basic) $ 280 § 273§ 260 $ 209 § 1.05

Historical book value per share

Historical book value per share excludes unrealized market value adjustments recorded on our ARM securities and Hedging
Instruments. Since we are a portfolio lender and retain the majority of our assets for investment, we believe this provides a
more consistent measurement for analysis of the trend than does the comparable GAAP measurement, which reflects
unrealized gains (losses) at a single point in time. In addition, GAAP requires that we record unrealized gains (losses) on our
purchased ARM securities as of the period end while prohibiting us from recording unrealized gains (losses) on ARM Loans,
resulting in dissimilar treatment of what we believe to be assets of like quality. Unrealized gains (losses) on our ARM
securities are primarily a result of current market expectation as to future interest rates as compared to the current weighted
average coupon on our ARM securities. A reconciliation of historical book value per share to GAAP book value per share
follows:

Reconciliation of Historical Book Value Per Share toc GAAP Book Value Per Share

As of December 31,
2004 2003 2002 2001 2000
Historical book value per share $ 2046 $ 18.68 § 1654  § 1512 § 1530
Unrealized gains (losses) on ARM
securities (1.93) (0.58) 0.84 (0.26) (3.64)
Unrealized gains (losses) on Hedging
Instruments 0.94 (1.35) (2.84) (0.84) -
GAAP book value per share § 1947 $ 1675 § 1454 § 1402 § 11.66
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Item 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

Executive Overview

Our goal is to acquire or originate ARM assets for our portfolio and manage them to achieve earnings and dividend stability
as our primary objective and earnings and dividend growth as our secondary objective. In order to achieve these objectives,
we must mitigate key risks inherent in the mortgage portfolio lending business, principally credit risk and interest rate risk,
while simultaneously pursuing earnings growth strategies. Our three primary growth strategies are (i) to increase our more
profitable, higher margin mortgage loan origination business; (ii) to raise new equity capital at a premium to book value in
order to grow our assets and book value over time; and (iii) to better use our existing capital base by pursuing non-recourse
funding sources, relying less on reverse repurchase agreements and more on CDOs to finance our balance sheet.

Growth Strategies

Our goal remains to increase the percentage of our annual portfolio acquisitions coming from originations, given the higher
margin potential of those assets. While the MBA projects a 25% decline in industry-wide originations in 2004 versus 2003,
we ended 2004 having originated $4.3 billion in ARM loans, exceeding our 2004 mortgage origination target by 16% and
our 2003 originations by 8%. We attribute our success to a growing network of financial intermediaries, particularly our
correspondent lending partners, the increasing potential of our financial planner initiative and strong service levels resulting
in referrals from satisfied customers. As a result of these ARM loan originations and acquisitions, as of December 31, 2004,
we owned $10.1 billion of ARM Loans which amounted to 35% of our ARM assets. The outlook for our loan origination
business in 2005 remains positive. Although the MBA is currently projecting an 11% decline in total mortgage originations
in 2005, our goal is to originate $4.2 billion in mortgage loans in 2005, just 2% below 2004 originations. However, the
Federal Reserve Board is expected to continue raising short-term interest rates at a measured pace, which is having the effect
of flattening the yield curve, making shorter reset ARM assets less attractive relative to ARM and fixed-rate loans with
longer fixed-rate periods. The MBA currently projects that ARMs will account for 37% of the $2.5 trillion in mortgages
anticipated to be originated in 2005; however their projection could be optimistic depending on the relationship between long
term and short term interest rates. We are confident, based on the strength of our unique marketing platform, competitive

cost structure, diverse product menu, concierge-level service and increasing brand recognition, that we can grow our share of
this ARM market.

Our ability to raise new equity capital at a premium to book value resulted in improvement in book value, asset acquisition
activity and earnings growth during the year. We raised $495.8 million of new equity capital during the year by issuing 17.9
million common shares at an average net price of $27.67 per share. Primarily as a result of raising this new common equity
and a reduction in our accumulated other comprehensive income as a percentage of equity, our book value per common share
rose 16% from $16.75 per share at December 31, 2003 to $19.47 per share at December 31, 2004. Our assets grew 53%
from $19.1 billion at December 31, 2003 to $29.2 billion at December 31, 2004, and our net earnings increased 3% from
$2.71 per share for 2003 to $2.80 per share for 2004.

In December 2004, we also completed our fourth CDQ financing of the year. In this transaction, $1.1 billion of ARM loans
were permanently financed through the issuance of CDOs. Because CDOs only require approximately 2% of equity capital
to support the transactions, versus the minimum 8% policy requirement on our recourse borrowings, we are able to use this
freed-up capital to acquire additional ARM assets.  As of December 31, 2004, we had $6.6 billion of CDO financing
outstanding, thereby freeing up approximately $475 million of equity capital. This freed-up capital allowed us to acquire
approximately $3.3 billion of additional ARM assets for our portfolio.

Funding Diversification

Another long-term objective is to achieve a balanced funding mix between Asset-backed CP, CDOs and reverse repurchase
agreements in order to reduce our reliance on any one funding source. Historically, we have relied principally on reverse
repurchase agreements for our funding needs. Since year end 2002, we have been actively working towards diversifying our
financing sources. At that time, 91% of our financing was provided through reverse repurchase agreements. At December
31, 2004, reverse repurchase agreements only accounted for 54% of our borrowings, while CDOs grew to 25% and our
Asset-backed CP facility accounted for 19%. Given the success of the Asset-backed CP facility established in June 2004, we
are now working towards increasing the size of the facility from $5 billion to $10 billion. We anticipate that CDOs and
Asset-backed CP will continue to grow as a percentage of our financing sources in the quarters to come.
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Exceptional Credit Quality and Securitization

We acquire excellent credit quality ARM assets and originate and securitize “A quality” ARM loans. These strategies create
significant portfolio liquidity and allow us to readily finance our portfolio. As of December 31, 2004, 97.5% of our ARM
asset portfolio was High Quality, compared to 97.3% at September 30, 2004. Many of our High Quality ARM assets consist
of ARM loans that we have either securitized for our own portfolio or that collateralize our CDO financings. We retain the
risk of potential credit losses on these loans. We did not experience any credit losses on ARM Loans during the fourth
quarter of 2004 and have only experienced $174,000 in credit losses since we began acquiring ARM loans in 1997.
Although we believe our credit performance is reflective of the high credit quality of our borrowers, our prudent
underwriting, property appraisal methods and policies and prudent management of our delinquent loan portfolio, we also
recognize that our ARM Loan portfolio was, on average, only approximately 17 months old at December 31, 2004. Due to
this lack of seasoning and, therefore, lack of relevant historical data, we have recorded a loan loss reserve of $9.4 million as
of December 31, 2004 based on management’s expectations given industry loss experience on similar loans.

Interest Rate Risk Management

We pursue a matched funding strategy which means we use Hybrid ARM Hedging Instruments to fix, or cap, the interest
rates on the short-term borrowings and CDOs that finance our Hybrid ARM assets. We hedge our financing cost such that
we maintain a Net Duration of less than one year. The lower the Duration gap, the less impact interest rate changes should
have on earnings. As of December 31, 2004, we had $24.6 billion of Hybrid ARM assets and had entered into Swap
Agreements and Eurodollar Transactions with notional balances totaling $19.6 billion and delayed Swap Agreements with
notional balances totaling $1.4 billion that become effective in the first quarter of 2005. These delayed Swap Agreements
have been entered into to hedge the financing of our ARM asset purchase commitments at December 31, 2004. Additionally,
at December 31, 2004, we had Cap Agreements with a notional balance of $1.3 billion. These Cap Agreements do not
receive any payments unless one-month LIBOR rises above a range of 3.25% to 11.50%, and on average 5.14%. As of
December 31, 2004, we measured the Net Duration applicable to our Hybrid ARM portfolio, related borrowings and Hybrid
ARM Hedging Instruments at approximately 1.7 months while the financing and hedging of all of our ARM assets also
resulted in a Net Duration of approximately 1.7 months.

We continue to employ a Duration matching funding strategy as we acquire Hybrid ARM assets in order to ensure stable
earnings during periods of rising interest rates. As we acquire ARM assets, we attempt to “lock-in” a spread that is expected
to provide a rate of return at or above our threshold requirement. In order to stabilize the spread over the expected life of our
ARM assets, we use Hedging Instruments in conjunction with our borrowings to approximate the repricing characteristics of
our ARM assets. Given the prepayment uncertainties on our ARM assets, there is no sure way to “lock-in” a spread between
the yield on our ARM assets and the related borrowing that would produce an acceptable rate of return. However, through
active management, we believe we can continue to mitigate a significant amount of net interest income volatility. See the
discussion of Effects of Interest Rate Changes on page 46.

Consistent Profitability

We possess a number of strategic advantages that allow us to generate consistent profitability. One of these strategic
advantages is our low operating expense structure. During 2004, our operating expenses as a percent of average assets were
0.32%, compared to 0.42% for 2003. We are able to operate at this low level of operating expenses relative to the size of our
portfolio because we do not operate like a traditional mortgage lender. We acquire many of our assets through MBS
purchases and originate loans by developing strategic partnerships with correspondent lenders, financial planners and other
sources. As a result, we generally avoid the high overhead associated with retail branch networks and commissioned loan
officers. In addition, we have developed other outsourced strategic partnerships that provide loan fulfillment services on a
variable cost basis to our customers in the name of Thornburg Mortgage. We believe that this low, variable-cost model has
allowed us to operate profitably with a lower interest rate spread on our portfolio, enabling us to mitigate certain cyclical
risks frequently associated with mortgage banking and portfolio lending activities. One of the strategic decisions we have
been able to make as a result of our low-cost operating model is to elect either to securitize our acquired and originated ARM
loans or invest primarily in AAA- or AA-rated securities, Agency Securities or “A quality” ARM loans. This strategy has
resulted in very low credit losses. It has also created a very liquid and readily financeable portfolio that has had low price
volatility as compared to a portfolio of 30-year, fixed-rate mortgage assets. Additionally, we have been able to mitigate
interest rate risk by entering into hedging transactions and still achieve acceptable returns for our shareholders. Finally, by
employing a portfolio lending strategy and retaining all of our ARM loans, we do not depend on gain on sale income, which
can fluctuate significantly with loan origination volume and market conditions.
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Critical Accounting Policies and Estimates

Our financial statements are prepared in conformity with GAAP, which requires the use of estimates and assumptions. In
accordance with SEC guidance, those material accounting policies and estimates that we believe are the most critical to an
investor’s understanding of our financial results and condition and require complex management judgment are discussed
below.

e Revenue Recognition. Interest income on ARM assets is a combination of the interest earned based on the outstanding
balance and contractual terms of the assets and the amortization of yield adjustments using generally accepted interest
methods, principally the amortization of purchase premiums and discounts. Premiums and discounts associated with the
purchase of ARM assets are amortized into interest income over the lives of the assets using the effective yield method
adjusted for the effects of estimated prepayments. Estimating prepayments and estimating the remaining lives of our
ARM assets requires management judgment, which involves consideration of possible future interest rate environments
and an estimate of how borrowers will behave in those environments. The actual lives could be more or less than the
amount estimated by management at the time of purchase of the ARM assets or at each reporting period.

o Fair Value. We record our ARM securities, commitments to purchase ARM loans and Hybrid ARM Hedging
Instruments at fair value. The fair values of our ARM securities and Hybrid ARM Hedging Instruments are generally
based on market prices provided by third-party pricing services or certain dealers which make markets in these financial
instruments. If the fair value of an ARM security, Hybrid ARM Hedging Instrument or other financial instrument is not
reasonably available from a third-party pricing service or dealer, management estimates the fair value. This requires
management judgment in determining how the market would value a particular ARM security, Hybrid ARM Hedging
Instrument or other financial instrument, based on characteristics of the security we receive from the issuer and available
market information. The net unrealized gain or loss on loans expected to be purchased from correspondent lenders and
bulk sellers is calculated using the same methodologies that are used to value our ARM Loans, adjusted for anticipated
fallout of purchase loan commitments that will likely not be funded. The fair values reported reflect estimates and may
not necessarily be indicative of the amounts we could realize in a current market exchange.

e [mpairment of ARM securities and Basis Adjustments on ARM securities. ARM securities are evaluated for impairment
on a quarterly basis, or more frequently if events or changes in circumstances indicate that these investments may be
impaired. We evaluate whether our ARM securities are considered impaired, evaluate whether the impairment is other
than temporary, and, if the impairment is other than temporary, recognize an impairment loss equal to the difference
between the ARM security’s amortized cost basis and its fair value. These evaluations require management to make
estimates and judgments based on changes in market interest rates, changes in credit ratings, delinquency data and other
information to determine whether unrealized losses are reflective of credit deterioration and to evaluate management’s
ability and intent to hold the investment to maturity or recovery. Because the estimate for other-than-temporary
impairment requires management judgment, we consider this to be a critical accounting estimate. We have determined
that the unrealized losses on ARM securities of $197.2 million at December 31, 2004 are not reflective of credit
deterioration and because we have the ability and intent to hold the ARM securities until recovery, the losses are not
other-than-temporary impairments.

Basis adjustments are a designated component of the purchase discount on our ARM securities. Certain of our ARM
securities are rated less than Investment Grade and represent subordinated interests in high-quality, first lien residential
mortgage loans where we own all of the securitized classes. We generally purchase the less than Investment Grade
classes at a discount. Based upon management’s use of analytical tools and judgment, a portion of the purchase discount
is subsequently accreted as interest income under the effective yield method while the remaining portion of the purchase
discount is treated as a basis adjustment which reflects the estimated unrealized loss on the securities due to credit loss
and interest rate exposure. We review ARM securities periodically for impairment and record or adjust basis
adjustments accordingly. Basis adjustments are increased by recognizing an impairment loss when management
determines that there is a decline in the fair value of an ARM security that is considered other than temporary and
decreased when there is improvement in the risk exposures. Any such determinations are based on management’s
assessment of numerous factors affecting the fair value of ARM securities, including, but not limited to, current
economic conditions, delinquency trends, credit losses to date on underlying mortgages and remaining credit protection.
If management ultimately concludes that the basis adjustments will not represent realized losses, the balances are
accreted into earnings over the remaining life of the security under the effective yield method.

e Loan Loss Reserves on ARM Loans. We maintain a reserve for loan losses based on management’s estimate of credit
losses inherent in our portfolio of ARM Loans. The estimation of the reserve is based on a variety of factors including,
but not limited to, industry statistics, current economic conditions, loan portfolio composition, delinquency trends, credit
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losses to date on underlying loans and remaining credit protection. If the credit performance of our ARM Loans is
different than expected, we adjust the reserve for loan losses to a level deemed appropriate by management to provide
for estimated losses inherent in our ARM Loan portfolio. Two critical assumptions used in estimating the loan loss
reserves are an assumed rate of default, which is the expected rate at which loans go into foreclosure over the life of the
loans, and an assumed rate of loss severity, which represents the expected rate of realized loss upon disposition of the
properties that have gone into foreclosure.

The following table presents a sensitivity analysis to show the impact on our loan loss reserves using different
assumptions (in thousands):

Increase (Decrease)
in Loan Loss

Changed Assumption Reserves
Default assumption increased by 10% $ 1,463
Default assumption decreased by 10% $ (1,465
Loss severity assumption increased by 5% $ 1,763
Loss severity assumption decreased by 5% $  (1,763)

The purpose of this analysis is to provide an indication of the impact that defaults and loss severity assumptions have on
our estimate of loan loss reserves. It is not intended to imply our expectation of future default levels or changes in loss
severity. We believe the current assumptions used for defaults and loss severity are appropriate.

For additional information on our significant accounting policies, see Note 1 to the Consolidated Financial Statements.
Recently Adopted Accounting Pronouncements

On March 9, 2004, the SEC released SAB 105, “Application of Accounting Principles to Loan Commitments,” providing
guidance on how to account for a commitment to purchase a mortgage loan prior to funding the loan. SAB 105 requires that
these commitments be recorded at fair value with changes in fair value recognized in current earnings and was intended to
eliminate the diversity in industry practice that existed relating to the accounting for loan commitments. SAB 105 is
effective for loan commitments entered into after March 31, 2004. Our method of accounting for loan commitments is
consistent with the guidance provided by SAB 105.

In December 2003, the Accounting Standards Executive Committee of the American Institute of Certified Public
Accountants issued SOP 03-3, “Accounting for Certain Loans or Debt Securities Acquired in a Transfer.” SOP 03-3
addresses the accounting for acquired impaired loans, which are loans that show evidence of having deteriorated in terms of
credit quality since their origination. SOP 03-3 is effective for loans acquired after December 31, 2004. Because we acquire
loans generally underwritten to “A quality” standards, we do not expect the adoption of SOP 03-3 to have a material effect
on our financial condition, results of operations, or liquidity.

In June 2004, the FASB issued EITF 03-01, “The Meaning of Other-Than-Temporary Impairment and Its Application to
Certain Investments.” EITF 03-01 requires an investor to determine when an investment is considered impaired, evaluate
whether that impairment is other than temporary, and, if the impairment is other than temporary, recognize an impairment
loss equal to the difference between the investment’s cost and its fair value. The guidance also includes accounting
considerations subsequent to the recognition of an other-than-temporary impairment and requires certain disclosures about
unrealized losses that have not been recognized as other-than-temporary impairments. The impairment loss recognition and
measurement guidance was to be applicable to other-than-temporary impairment evaluations in reporting periods beginning
after June 15, 2004. In September 2004, the FASB proposed additional guidance related to debt securities that are impaired
because of interest rate and/or sector spread increases, and delayed the effective date of EITF 03-01. We do not expect the
adoption of EITF 03-01 to have a material effect on our financial condition, results of operations, or liquidity. EITF 03-01
also includes disclosure requirements for investments in an unrealized loss position for which other-than-temporary
impairments have not been recognized. These disclosures are included in our Form 10-K Annual Report for the year ended
December 31, 2004 as required by the EITF.

In December 2004, the FASB published SFAS 123(R) entitled “Share-Based Payment.” It requires all public companies to
report share-based compensation expense at the grant date fair value of the related share-based awards. We are required to
adopt the provisions of the standard effective for periods beginning after June 15, 2005. We believe that our current method
of accounting for share-based payments is consistent with SFAS 123(R).
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Financial Condition
Asset Quality

At December 31, 2004, we held total assets of $29.2 billion, $28.7 billion of which consisted of ARM assets. That compares
to $19.1 billion in total assets and $18.9 billion of ARM assets at December 31, 2003. Since commencing operations, we
have purchased either ARM securities (Agency Securities or privately-issued MBS) or ARM loans generally originated to
“A quality” underwriting standards. At December 31, 2004, 97.3% of the assets we held, including cash and cash
equivalents, were High Quality assets, far exceeding our investment policy minimum requirement of investing at least 70%
of our total assets in High Quality ARM assets and cash and cash equivalents.

The following table presents a schedule of ARM assets owned at December 31, 2004 and December 31, 2003 classified by
High Quality and Other Investment assets and further classified by type of issuer and by ratings categories. All ARM
securities included in the tables have been rated by the Rating Agencies. ARM Loans include securitized ARM loans that
have been rated by the Rating Agencies, ARM loans collateralizing debt obligations that have been stratified by credit rating
based on the ratings received from the Rating Agencies on the respective CDOs and ARM loans held for securitization that
have not been rated by the Rating Agencies.

ARM Assets by Issuer and Credit Rating
(dollar amounts in thousands)

December 31, 2004

ARM Securities ARM Loans Total
Carrying Portfolio Carrying Portfolio Carrying Portfolio
Value Mix Value Mix Value Mix

High Quality
Agency Securities $ 2,720,307 146% §$ 1,523 0.0% § 2,721,830 9.5%
Non-Agency ARM Assets:

AAA/Aaa Rating 15,659,634 83.9 9,319,573 92.4 24,979,207 86.9

AA/Aa Rating 172,234 1.0 144,795 1.4 317,029 1.1
Total Non-Agency ARM Assets 15,831,868 84.9 9,464,368 93.8 25,296,236 88.0
Total High Quality 18,552,175 99.5 9,465,891 93.8 28,018,066 97.5
Other Investments
Non-Agency ARM Assets:

A Rating 48,854 0.3 81,172 0.8 130,026 0.4

BBB/Baa Rating 26,920 0.1 20,450 0.2 47,370 0.2

BB/Ba Rating and Below 28,096 0.1 62,466 (1) 0.5 90,562 (1) 0.3
ARM loans pending securitization - 0.0 466,471 4.7 466,471 1.6
Total Other Investments 103,870 0.5 630,559 6.2 734,429 2.5
Loan Loss Reserves - 0.0 (9,434) (0.0) (9,434) (0.0)
Total ARM Portfolio $ 18,656,045 100.0% $ 10,087,016 100.0% $ 28,743,061 100.0%

(1) As of December 31, 2004, the Investment Grade classes of ARM loans collateralizing CDOs have been credit-
enhanced through overcollateralization in the amount of $51.0 million, which is included in the BB/Ba Rating and
below category.
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December 31, 2003

ARM Securities ARM Loans Total
Carrying Portfolio Carrying Portfolio Carrying Portfolio
Value Mix Value Mix Value Mix

High Quality
Ageney Securities S 2321013 201% $ 2,961 0.0% 2323974 12.3%
Non-Agency Issued ARM Assets:

AAA/Aaa Rating 8,809,567 76.5 6,588,471 89.9 15,398,038 81.7

AA/Aa Rating 321,108 2.8 115,076 1.5 436,184 23
Total Non-Agency ARM Assets 9,130,675 79.3 6,703,547 91.4 15,834,222 84.0
Total High Quality 11,451,688 99.4 6,706,508 914 18,158,196 96.3
Other Investments
Non-Agency ARM Assets:

A Rating 46,287 0.4 64,795 0.9 111,082 0.6

BBB/Baa Rating 14,577 0.1 29,210 0.4 43,787 0.2

BB/Ba Rating and Below 8,189 0.1 41,657 (2) 0.6 49,846 (2) 03
ARM loans pendmg securitization _ 0.0 497248 6.8 497.248 26
Total Other Investments 69,053 0.6 632,910 8.7 701,963 3.7
Loan Loss Reserves . 0.0 (7.993) ©.1) (7,993) (0.0)
Total ARM Portfolio $ 11,520,741 100.0% $ 7,331,425 100.0% $ 18,852,166 100.0%

(2) As of December 31, 2003, the Investment Grade classes of ARM loans collateralizing CDOs have been credit-
enhanced through overcollateralization in the amount of $24.1 million, which is included in the BB/Ba Rating and
below category.

As of December 31, 2004, 8 of the 21,694 loans in our ARM loan portfolio were considered seriously delinquent (60 days or
more delinquent) and had an aggregate balance of $7.7 million. At December 31, 2004, we had two real estate-owned
properties totaling approximately $268,000 that we acquired as a result of foreclosure procedures. We believe that our
current level of loan loss reserves is adequate to cover estimated losses from these loans as well as losses inherent in the
ARM loan portfolio at December 31, 2004.

28




ARM Loan Portfolic Characteristics
The following table presents various characteristics of our ARM loan portfolio as of December 31, 2004. This information
pertains to loans held for securitization, loans held as collateral for CDOs and loans securitized for our own portfolio for

which we retained credit loss exposure. The combined amount of the loans included in this information is $10.1 billion.

ARM Loan Portfolio Characteristics

Average High Low
Original loan balance $ 474,932 $ 12,500,000 $ 17,650
Unpaid principal balance $ 463,447 $ 12,500,000 $ 1976
Coupon rate on loans 447 % 9.13 % 210 %
Pass-through rate 437 % 8.60 % 2.08 %
Pass-through margin 1.93 % 473 % 0.23 %
Lifetime cap 10.39 % 19.90 % 713 %
Original term (months) 360 480 120
Remaining term (months) 342 478 18
Geographic distribution (top 5 states): Property type:
California 264 % Single-family 84.0 %
Georgia 10.0 Condominium 13.7
Florida 8.2 Other residential 23
New York 7.6
Colorado 7.5 ARM Loan type:
Traditional ARM loans 329 %
Occupancy status: Hybrid ARM loans 67.1
Owner occupied 78.9 %
Second home 14.4 ARM interest rate caps:
Investor 6.7 Initial cap on Hybrid ARM loans:
3.00% or less 1.1 %
Documentation type: 3.01%-4.00% 14.3
Full/alternative 92.7 % 4.01%-5.00% 40.4
Stated income/no ratio 7.3 5.01%-6.00% 1.2
Loan purpose: Periodic cap on Traditional ARM loans:
Purchase 443 % None 129 %
Cash out refinance 28.4 1.00% or less 12.4
Rate & term refinance 273 Over 1.00% 7.7
Percent of interest-only loan balances 89.1 %
Weighted average length of
Original effective loan-to-value: interest-only period 8.1 years
80.01% and over (1) 22 %
70.01%-80.00% 453 FICO scores:
60.01%-70.00% 245 801 and over 27 %
50.01%-60.00% 12.4 751 to 800 42.7
50.00% or less 15.6 701 to 750 335
651 to 700 18.2
Weighted average effective 650 or less 2.9
original loan-to-value: 66.3 %
Weighted average FICO score: 736

(1) All loans with an effective original loan-to-value ratio over 80% have mortgage insurance. This ratio includes
the effect of pledged assets, but not the impact of mortgage insurance.
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As of December 31, 2004 and 2003, we serviced $7.2 billion and $4.7 billion of our loans, respectively, and had 15,598 and
10,223 customer relationships, respectively. We hold all of the loans that we service in our portfolio in the form of ARM
securities or loans that are pending securitization.

Asset Repricing Characteristics

The following table classifies our ARM portfolio by type of interest rate index and frequency of repricing.

ARM Mortgage Assets by Index and Repricing Frequency
(Dollar amounts in thousands)

December 31, 2004 December 31, 2003
Carrying Portfolio Carrying Portfolio
Value Mix Value Mix
Traditional ARM assets:
Index:
One-month LIBOR $ 1,020,954 36% § 598,989 3.2%
Six-month LIBOR 1,752,298 6.1 1,214,075 6.4
One-year LIBOR 704,844 2.4 563,419 3.0
One-year Constant Maturity Treasury 548,269 1.9 1,079,970 5.7
Other 157,361 0.5 124,440 0.7
4,183,726 14.5 3,580,893 19.0
Hybrid ARM assets:
Remaining fixed period:
3 years or less 4,947,963 17.2 2,052,265 10.9
Over 3 years — 5 years 14,824,132 51.6 10,639,463 56.4
Over 5 years 4,796,674 16.7 2,587,538 13.7
24,568,769 85.5 15,279,266 81.0
Loan Loss Reserves (9,434) 0.0) (7,993) (0.0)
$ 28,743,061 100.0% § 18,852,166 100.0%

The ARM portfolio had a weighted average coupon of 4.47% at December 31, 2004. This consisted of a weighted average
coupon of 4.52% on the Hybrid ARM assets and a weighted average coupon of 3.74% on the Traditional ARM assets. If the
portfolio had been Fully Indexed, the weighted average coupon of the portfolio would have been 4.52%, based upon the
composition of the portfolio and the applicable indices at December 31, 2004. Additionally, if the non-hybrid portion of the
portfolio had been Fully Indexed, the weighted average coupon of that portion of the portfolio would have been 4.45%, also
based upon the composition of the portfolio and the applicable indices at that time.

As of December 31, 2003, the ARM portfolio had a weighted average coupon of 4.31%. This consisted of a weighted
average coupon of 4.35% on the Hybrid ARM assets and a weighted average coupon of 3.77% on the Traditionali ARM
assets. If the portfolio had been Fully Indexed, the weighted average coupon of the portfolio would have been 4.28%, based
upon the composition of the portfolio and the applicable indices at December 31, 2003. Additionally, if the non-hybrid
portion of the portfolio had been Fully Indexed, the weighted average coupon of that portion of the portfolio would have
been 3.26%, based upon the composition of the portfolio and the applicable indices at that time.

At December 31, 2004, the yield of the ARM portfolio was 4.13%, compared to 4.04% as of December 31, 2003. The
increase in the yield of 9 basis points as of December 31, 2004, compared to December 31, 2003, is primarily due to the
increased weighted average interest rate coupon discussed above partially offset by a higher level of net premium
amortization.
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Interest Rate Risk Management

Our ARM portfolio had a weighted average term to the next repricing date of 3.7 years as of December 31, 2004, compared
to 3.7 years as of December 31, 2003. The Traditional ARM assets had a weighted average term to the next repricing date of
93 days and the Hybrid ARM assets had a weighted average term to the next repricing date of 4.4 years at December 31,
2004. As of December 31, 2004, the Hybrid ARM assets comprised 85.5% of the ARM portfolio or $24.6 billion, compared
to 81.0% as of December 31, 2003. We attempt to mitigate our interest rate risk by funding our ARM portfolio with
borrowings and Hedging Instruments with a Duration approximately matching the Duration on our ARM assets. Some of
our borrowings bear variable or short-term (one year or less) fixed interest rates because our Traditional ARM assets have
interest rates that adjust within one year. However, our Hybrid ARM assets are financed with short-term borrowings that are
hedged with Hybrid ARM Hedging Instruments that fix the interest rate on those borrowings such that the Net Duration is
less than one year. By maintaining a Net Duration of less than one year, which is our maximum Duration policy limit, the
combined price change of our Hybrid ARM assets, associated Hybrid ARM Hedging Instruments and other borrowings is
expected to be a maximum of 1% for a 1% paralle! shift in interest rates. A lower Duration indicates a lower expected
volatility of earnings given future changes in interest rates. As of December 31, 2004, the Net Duration applicable to our
Hybrid ARM assets was approximately 1.7 months while the Net Duration applicable to the ARM portfolio was also
approximately 1.7 months.

As of December 31, 2004 and 2003, we were counterparty to Swap Agreements and Eurodollar Transactions having an
aggregate notional balance of $19.6 billion and $12.5 billion, respectively. In addition, as of December 31, 2004, we had
entered into delayed Swap Agreements with notional balances totaling $1.4 billion that become effective in the first quarter
of 2005. We entered into these delayed Swap Agreements to hedge the financing of our ARM asset purchase commitments
at December 31, 2004. During 2004, we terminated Swap Agreements with aggregate notional balances of $1.1 billion for a
gain of $3.3 million. We terminated these Swap Agreements because it is probable that the original forecasted liabilities they
were hedging will not occur. As of December 31, 2004, these Swap Agreements and Eurodollar Transactions had a
weighted average maturity of 2.9 years. In accordance with the Swap Agreements, we will pay a fixed rate of interest during
the term of these Swap Agreements and receive a payment that varies monthly with the one-month LIBOR rate. The
combined weighted average fixed rate payable of the Swap Agreements and Eurodollar Transactions was 3.04% and 3.02%
at December 31, 2004 and 2003, respectively. As of December 31, 2004, ARM assets with a carrying value of $2.2 million,
including accrued interest, collateralized the Swap Agreements. We held cash collateral from Swap Agreement
counterparties totaling $17.7 million at December 31, 2004. The net unrealized gain on Swap Agreements at December 31,
2004 of $108.1 million included Swap Agreements with gross unrealized gains of $129.4 million and gross unrealized losses
of $21.3 million and is included in Hedging Instruments on the Consolidated Balance Sheets. As of December 31, 2003, the
net unrealized loss of $85.5 million included Swap Agreements with gross unrealized gains of $14.9 million and gross
unrealized losses of $100.4 million. As of December 31, 2004, the net unrealized gain on Swap Agreements and deferred
gains and losses on Eurodollar Transactions recorded in Accumulated other comprehensive income (loss) was a net gain of
$107.8 million. We estimate that over the next twelve months, $82.3 million of these net unrealized gains will be reclassified
from Accumulated other comprehensive income (loss) to interest income.

As of December, 31, 2004 and 2003, our Cap Agreements, used to manage our interest rate risk exposure on the financing of
the Hybrid ARM loans collateralizing our CDOs, had remaining notional amounts of $1.3 billion and $1.6 billion,
respectively. We also entered into Cap Agreements that have start dates ranging from 2006 to 2010. The notional balance at
the start date will be the lesser of the scheduled amount of $371.1 million or the balance of Hybrid ARM loans associated
with these Cap Agreements. The fair value of all of our Cap Agreements at December 31, 2004 and 2003 was $14.8 million
and $25.4 million, respectively, and is included in Hedging Instruments on the Consolidated Balance Sheets. As of
December 31, 2004 and 2003, the unrealized loss on these Cap Agreements of $21.1 million and $6.3 million, respectively,
is included in Accumulated other comprehensive income (loss). In the twelve month period following December 31, 2004,
$933,000 of this unrealized loss is expected to be realized. Pursuant to the terms of these Cap Agreements, the notional
amount of the Cap Agreements declines such that it is expected to equal the balance of the Hybrid ARM loans collateralizing
our CDOs. Under these Cap Agreements, we will receive cash payments should the one-month LIBOR increase above the
contract rates of these Hedging Instruments, which range from 3.25% to 11.50% and average 5.14%. The Cap Agreements
had an average maturity of 3.9 years as of December 31, 2004 and will expire between 2006 and 2013.
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The following table presents the outstanding notional balance of our Hybrid ARM Hedging Instruments as of December 31,
2004 and the balance of these same Hybrid ARM Hedging Instruments as of December 31 for each of the following five
years, without any assumption that additional Hybrid ARM Hedging Instruments are added to the portfolio in the future
periods (amounts in thousands):

As of December 31,
2004 2005 2006 2007 2008 2009

Swap Agreements:
Balance-guaranteed (1) (3)  § 1,915418 $ 1,532,334 § 1,118,204 § 770,316 $ 318,532 §$ 134,542
Other (2) 17,337,604 11,067,937 5,422,623 1,426,232 822,041 432,480
19,253,022 12,600,271 6,540,827 2,196,548 1,140,573 567,022
Eurodollar Transactions (2) 393,000 196,000 - - - -
Cap Agreements (1) (3) 1,340,465 1,072,372 835,621 550,141 320,113 70,571

$ 20,986,487 § 13,868,643 $ 7,376,448 $ 2,746,689 § 1,460,686 $ 637,593

(1) These Swap Agreements and Cap Agreements have been entered into in connection with our CDO transactions. The
notional balances of these agreements are guaranteed to match the balance of the Hybrid ARM collateral in the
respective CDO transactions, subject to a maximum notional balance over the term of those agreements. The notional
balances presented in the table above for these balance-guaranteed agreements represent forward-looking statements
which are calculated based on a CPR assumption of 20%. The actual balances will likely be different based on the
actual prepayment performance of the applicable Hybrid ARM collateral. The final maturity of these agreements is
2014.

(2) These Hedging Instruments have a pre-determined schedule of notional balances over the term of the respective
instruments, based on the expected decline in the balance of our short-term borrowings used to finance our Hybrid
ARM portfolio. The final maturity of these agreements is 2013.

(3) The following table presents the maximum outstanding notional balance of our balance-guaranteed Hybrid ARM
Hedging Instruments as of December 31, 2004 and as of December 31 for each of the following five years (in

thousands):
As of December 31,
2004 2005 2006 2007 2008 2009
Swap Agreements $ 1,915,418 % 1,673,653 $ 1,253,440 § 894456 § 356,496 $ 161,964
Cap Agreements 1,340,465 1,133,910 1,049,878 715,747 603,918 302,913

3 3,255,883 § 2,807,563 $ 2,303,318 $ 1,610,203 § 960,414 § 464,877

Our Traditional ARM assets generally have a maximum lifetime interest rate cap or ceiling, meaning that each Traditional
ARM asset contains a contractual maximum interest rate. Since our borrowings are not subject to equivalent interest rate
caps, in the past we entered into Cap Agreements that have the effect of offsetting a portion of our borrowing costs above a
level specified by the Cap Agreement so that the net margin on our Traditional ARM assets will be protected in high interest
rate environments. We have discontinued the policy of specifically hedging the maximum lifetime interest rate cap on
Traditional ARM assets because our Duration and liquidity management strategies incorporate these potential life cap risks.

The fair value of the Pipeline Hedging Instruments at December 31, 2004 and 2003 was a net unrealized loss of $2.0 million
and $953,000, respectively, and is included in Hedging Instruments on the Consolidated Balance Sheets. Pipeline Hedging
Instruments had remaining notional balances of $688.0 million and $283.0 million at December 31, 2004 and 2003,
respectively. During the years ended 2004 and 2003, we recognized a $49,000 gain and a $1.4 million loss, respectively, on
Pipeline Hedging Instruments, which is reflected in Gain on ARM assets and Hedging Instruments, net in the Consolidated
Income Statements and partially offset the $4.9 million loss and $497,000 gain recorded on loan commitments in 2004 and
2003, respectively.

Asset Acquisitions

During the year ended December 31, 2004, we purchased $14.5 billion of ARM securities, 99.6% of which were High
Quality assets and purchased or originated $4.4 billion of ARM loans, generally originated to “A quality” underwriting
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standards. Of the ARM assets acquired during 2004, 92.5% were Hybrid ARM assets and 7.5% were Traditional ARM
assets generally indexed to LIBOR. The following table compares our ARM asset acquisition and origination activity for
2004, 2003 and 2002:

ARM Asset Acquisitions
(Dollar amounts in thousands)

2004 2003 2002

ARM securities:
Agency Securities $ 1,572,602 $ 953,172 § 3,042,122
High Quality, privately issued 12,877,127 9,276,029 3,537,400
Other privately issued 61,994 30,421 -
14,511,723 10,259,622 6,579,522

ARM loans:

Bulk acquisitions 88,959 1,316,324 562,809
Correspondent originations 3,875,049 3,440,151 1,906,499
Direct retail originations 441,006 564,461 379,785
4,405,014 5,320,936 2,849,093
Total acquisitions $ 18,916,737 §$ 15,580,558 § 9,428,615

As of December 31, 2004, we had commitments to purchase $451.9 million of ARM securities and $746.1 million of ARM
loans through origination channels.

Securitization Activity

During 2004, we completed four CDO transactions in which we securitized $4.6 billion of our ARM loans into a series of
multi-class ARM securities. These transactions allow us to issue floating-rate and fixed-rate CDOs that represent permanent
financing and are not subject to margin calls. We did not account for these securitizations as sales because the transactions
are secured borrowings under SFAS 140, “Accounting for Transfers and Servicing of Financial Assets and Extinguishments
of Liabilities.” We retained $110.9 million of securitized classes, of which $86.0 million were Investment Grade and $24.9
million were below Investment Grade, to provide credit support to the securitization. Of the loans that we securitized during
2004, 99.5% of our resulting investment was rated at least Investment Grade and 0.5% of our investment was rated below
Investment Grade. In connection with the issuance of these CDOs, we incurred costs of $15.7 million, which were deducted
from the proceeds of the transaction and are being amortized over the expected life of the CDOs. All discussions relating to
securitizations in this Form 10-K are on a consolidated basis and do not reflect the separate legal ownership of the loans by
various legal entities that are our wholly-owned subsidiaries.

Prepayment Experience

The CPR averaged approximately 25% during the full year of 2004 compared to 33% during 2003. For the quarter ended
December 31, 2004, our mortgage assets paid down at an approximate average annualized CPR of 22%, compared to 29%
for the quarter ended December 31, 2003 and 23% for the quarter ended September 30, 2004. When prepayment
expectations over the remaining life of the assets increase, we have to amortize our premiums over a shorter time period,
resulting in a reduced yield to maturity on our ARM assets. Conversely, if prepayment expectations decrease, we would
amortize the premium over a longer time period, resulting in a higher yield to maturity. We monitor our prepayment
experience on a monthly basis and adjust the amortization of the net premium, as appropriate.

Liquidity and Capital Resources

We manage liquidity to ensure that we have the continuing ability to maintain cash flows that are adequate to fund our
operations and meet commitments on a timely and cost-effective basis. At December 31, 2004, we had unencumbered assets
of $1.1 billion, consisting of unpledged ARM assets, cash and cash equivalents, and other assets. We had unencumbered
assets of $712.4 million at December 31, 2003. We believe that our liquidity level is in excess of that necessary to satisfy
our operating requirements and we expect to continue to use diverse funding sources to maintain our financial flexibility.
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In January 2005, the Board of Directors adopted a Liquidity Management Policy, which is designed to minimize potential
shortfalls in liquidity resulting from adverse changes in interest rates or market conditions. The Liquidity Management
Policy requires the frequent measurement of the potential market value exposure of the portfolio to a 100 BP instantaneous
parallel increase in interest rates over expected future interest rates. The calculated potential mark-to-market exposure
resulting from this scenario is probability weighted and compared to recent minimum liquidity levels in order to determine
whether management needs to take specific actions to improve liquidity or further reduce interest rate risk.

Sources of Funds

Our primary sources of funds for the year ended December 31, 2004 consisted of reverse repurchase agreements, Asset-
backed CP, CDOs and whole loan financing facilities, as well as principal and interest payments from ARM assets. The
reverse repurchase agreement market is a $4 trillion market, the Asset-backed CP market is an $830 billion market and the
AAA-rated mortgage- and asset- backed securities market is a $10 trillion market, all of which have been readily available
sources of financing for mortgage assets, particularly those rated AA or better. Using CDOs as financing effectively
eliminates rollover and margin call risk for the related portion of our balance sheet. To supplement our funding sources, we
also issue equity securities and unsecured long-term debt.

We have arrangements to enter into reverse repurchase agreements with 23 different financial institutions and on December
31, 2004, had borrowed funds from 14 of these firms. Reverse repurchase agreement borrowings outstanding at December
31, 2004, had a weighted average effective cost of 2.49% and a weighted average remaining term to maturity of 3.6 months.
As of December 31, 2004, $13.2 billion of these borrowings were variable rate term reverse repurchase agreements. Because
we borrow money under these agreements based on the fair value of our ARM assets, and because changes in interest rates
can negatively impact the valuation of ARM assets, our borrowing ability under these agreements may be limited and lenders
may initiate margin calls in the event interest rates change or the value of our ARM assets declines for other reasons.
External disruptions to credit markets might also impair access to additional liquidity and, therefore, we might be required to
sell certain mortgage assets in order to maintain liquidity. If required, such sales might be at prices lower than the carrying
value of the assets, which would result in losses. At December 31, 2004, the fair value of our ARM securities was $177.3
million less than their amortized cost basis and gross unrealized losses totaled $197.2 million. We have determined that the
unrealized losses are temporary impairments due to changes in market interest rates and, based upon review of credit ratings,
delinquency data and other information, are not reflective of credit deterioration. As we have the ability and intent to hold
the ARM securities until recovery, the losses are not considered to be other than temporary impairments. We had adequate
liquidity throughout the year ended December 31, 2004. We believe we will continue to have sufficient liquidity to meet our
future cash requirements from our primary sources of funds for the foreseeable future, without needing to sell assets.

On June 30, 2004, we established a new $5 billion Asset-backed CP facility, which provides an alternative way to finance a
portion of our ARM portfolio. We issue Asset-backed CP to investors in the form of secured liquidity notes that are
recorded as borrowings on our Consolidated Balance Sheets and are rated P-1 by Moody’s Investors Service and F1+ by
Fitch Ratings. As of December 31, 2004, we had $4.9 billion of Asset-backed CP outstanding with a weighted average
interest rate of 2.41% and a weighted average remaining maturity of 16 days.

All of our CDOs are secured by ARM loans. For financial reporting and tax purposes, the ARM loans held as collateral are
recorded as our assets and the CDOs are recorded as our debt. In some transactions, Hedging Instruments are also recorded
as our assets or liabilities. The Hedging Instruments either fix the interest rate of the pass-through certificates or cap the
interest rate exposure on these transactions. As of December 31, 2004, the following CDOs were outstanding (in thousands):

Effective
Principal Interest
Description Balance Rate (1)
Floating-rate financing (2) $ 3,337,365 2.93%
Fixed-rate financing 3,286,276 4.15%
Total $ 6,623,641 3.53%

(1) Effective interest rate includes the impact of issuance costs and Hedging Instruments.
(2) Includes financing hedged with Cap Agreements with a notional balance of $1.3 billion and a weighted average strike
price of 5.14% as of December 31, 2004,
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As of December 31, 2004, the CDOs were collateralized by ARM loans with a principal balance of $6.7 billion. The debt
matures between 2033 and 2044 and is callable at par once the total balance of the loans collateralizing the debt is reduced to
20% of their original balance. The balance of this debt is reduced as the underlying loan collateral is paid down and is
expected to have an average life of approximately four years.

On November 26, 2004, we completed an add-on public offering of $50.0 million of Senior Notes issued at a premium price
of 107.15%, which resulted in an effective cost of 6.8%, including the impact of issuance cost. The Senior Notes bear
interest at 8.0%, payable each May 15 and November 15, and mature on May 15, 2013. The Senior Notes are redeemable at
a declining premium, in whole or in part, beginning on May 15, 2008, and at par beginning on May 15, 2011. The Senior
Notes may also be redeemed under limited circumstances on or before May 15, 2006. At December 31, 2004, the balance of
the Senior Notes outstanding, net of unamortized issuance costs and premium, was $304.2 million.

As of December 31, 2004, we had four whole loan financing facilities. The interest rates on these facilities are indexed to
one-month LIBOR and reprice accordingly. These facilities had a total committed borrowing capacity of $1.5 billion and an
uncommitted capacity of $500 million at December 31, 2004, and expire between January 2005 and January 2006. We
expect to renew these facilities in the ordinary course of business. In January 2005, one of these facilities was renewed as an
uncommitted facility bringing our total committed borrowing capacity to $900 million and our uncommitted capacity to $650
million. As of December 31, 2004, we had $285.6 million borrowed against these whole loan financing facilities at an
effective cost of 3.36%.

Capital Utilization and Leverage

The Board of Directors has approved a policy that limits our capacity to borrow funds to finance ARM assets based on our
available equity capital and unsecured debt (collectively, long-term capital). We monitor the relationship between our ARM
assets, borrowings and long-term capital using a variety of different measures. However, the primary operating policy that
limits our borrowings and leverage is a requirement to maintain our Adjusted Equity-to-Assets Ratio, a non-GAAP
measurement, at a minimum of 8%. Broadly speaking, this ratio reflects the relationship between those ARM assets financed
with borrowings that are subject to margin calls and our long-term capital position. See the table below for the calculation of
this ratio.

Recourse or marginable debt generally consists of reverse repurchase agreements, Asset-backed CP and whole loan
financing facilities. These borrowings are based on the current market value of our ARM assets, are short-term in nature,
mature on a frequent basis (weighted average maturity of 2.8 months as of December 31, 2004), need to be rolled over at
each maturity and are subject to margin calls based on collateral value changes or changes in margin requirements. For these
reasons, our policy requires that we maintain significant excess capital and liquidity above the initial margin requirement to
meet future margin calls as a result of unexpected changes in margin requirements and collateral value. Our initial margin
requirements typically average between 4% and 5% for these borrowings, so our policy requires that we maintain an
Adjusted Equity-to-Assets Ratio of at least 8%, though we typically maintain a ratio of 9% to 10%, against the financing of
these ARM assets. The 8% minimum policy requirement provides a capital cushion that we feel confident will be sufficient
to fund future margin requirements that might result from changes in the value of our assets or changes in margin
requirements. Historically, this capital cushion has proved to be more than adequate to support our borrowing arrangements
through a variety of interest rate and credit cycles.

We use the Adjusted Equity-to-Assets Ratio as a way to assure that we always have an adequate capital cushion relative to
those recourse borrowings subject to margin call. If we did not maintain a sufficient capital cushion to meet initial and
ongoing margin requirements, we could be forced to liquidate ARM assets, potentially at a loss, at a time when our ARM
assets had declined in value or when margin requirements had changed. The potential limitation that may result from the use
of the non-GAAP measurement is that, in an economic environment where the market value of the investment portfolio is
increasing, the amount of capital that we can invest will be less than the amount then available for investment under a
comparable GAAP measurement. Although we acknowledge this limitation, we believe that it is not prudent to factor these
market gains into the calculation of leveragable capital because the gains may be short-term in nature. The potential
volatility in market prices could result in subsequent reversal of the gains that would require subsequent disposition of ARM
assets in unfavorable market conditions.

As we increase our use of CDOs, the risk of margin calls, changes in margin requirements and potential rollover risk is
reduced because CDOs represent permanent non-recourse financing whose terms are established at the time of the financing
and are not subject to change. As a result, the need to maintain a capital cushion comparable to what we maintain on our
recourse borrowings is eliminated. For purposes of maintaining an adequate capital cushion, our policy allows us to
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- eliminate all assets (and the associated long-term equity capital) associated with CDOs from our operating capital ratio.
Because the CDOs only require approximately 2% of equity capital to support the transactions, versus the minimum 8%
policy requirement on our recourse borrowings, we are able to use this freed-up capital to acquire additional ARM assets.
We expect that we will be able to retain and carry an increased amount of assets in the future as a percentage of our equity
capital base. Additionally, we eliminate from our Adjusted Equity-to-Assets Ratio any unrealized market value adjustments,
recorded as Accumulated other comprehensive income (loss), from our equity accounts and we include our Senior Notes as
an additional form of long-term capital as if the notes were equity capital.

The following table presents the calculation of our Adjusted Equity-to-Assets ratio, a non-GAAP measurement:

(dollar amounts in thousands) December 31,
2004 2003
Assets $ 29,189,618 $ 19,118,799
Adjustments:
Net unrealized loss on ARM securities 177,337 42,717
Net unrealized gain on Hedging Instruments (108,278) (8,655)
ARM loans collateralizing CDOs (6,720,810) (3,146,961)
Cap Agreements (35,952) (31,692)
Adjusted assets $ 22,501,915 $ 15,974,208
Shareholders' equity $ 1,789,184 $ 1,239,104
Adjustments:
Accumulated other comprehensive loss ' 90,715 142,778
Equity supporting CDOs:
CDOs 6,623,641 3,114,047
ARM loans collateralizing CDOs (6,720,810) (3,146,961)
Cap Agreements (35,952) (31,692)
(133,121) (64,606)
Senior Notes 304,173 251,080
Adjusted shareholders' equity $ 2,050,951 $ 1,568,356
Adjusted equity-to-assets ratio 9.11% 9.82%
GAAP equity-to-assets ratio 6.13% 6.48%
Ratio of historical equity-to-historical assets 6.43% 7.21%
Ratio of historical equity plus Senior Notes to
historical assets 7.46% 8.53%
Estimated total risk-based capital /risk-weighted
assets 21.69% 26.26%

The above table also presents four alternative capital utilization measurements to our Adjusted Equity-to-Assets ratio. The
first capital utilization measurement is the GAAP equity-to-assets ratio, a calculation that simply divides total GAAP equity
by total assets. While the simplest of all equity-to-assets calculations, it is not used by management to manage our balance
sheet because it includes factors such as unrealized gains and losses on assets and Hedging Instruments deemed to be less
important to the long-term operating nature of our business, since our assets are not held for sale and since the unrealized
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gains and losses are not permanent impairments of our equity or of these assets and Hedging Instruments. 1f we did use the
GAAP measurement as a basis for our leverage limitation and if our Board of Directors-approved policy limited our GAAP
equity-to-assets to a minimum of 8%, our total assets would have been reduced to $22.4 billion instead of the $29.2 billion of
assets owned as of December 31, 2004. In part, we are able to carry those additional assets by financing a portion of our
ARM assets with CDQ financings, which have an initial fixed capital requirement of approximately 2% of the assets
financed in this way. The GAAP measurement ignores changes in the level of equity required to support various forms of
financing as the mix of our financing of ARM assets changes between financing subject to margin requirements and CDO
financings which are not subject to margin requirements. This is another reason why we do not use the GAAP measurement
to make leverage or capital utilization decisions.

The second alternative capital utilization measurement is the ratio of historical equity to historical assets. This is a non-
GAAP measurement that eliminates the market value adjustment of our assets and Hedging Instruments included in
Accumulated other comprehensive income (loss). This measurement is calculated by dividing the sum of the assets, net
unrealized gain (loss) on ARM securities and net unrealized gain (loss) on Hedging Instruments in the table above by
shareholders’ equity.

The third alternative capital utilization measurement is the ratio of historical equity plus Senior Notes to historical assets.
This is a non-GAAP measurement that eliminates the market value adjustment of our assets and Hedging Instruments
included in Accumulated other comprehensive income (loss). This calculation also includes Senior Notes as a component of
our long-term capital base. This measurement is calculated by dividing the sum of the assets, net unrealized gain (loss) on
ARM securities and net unrealized gain (loss) on Hedging Instruments in the table above by the sum of shareholders’ equity
and Senior Notes in the table above. We monitor these ratios in order to have a complete picture of the relationship between
our total assets and long-term capital position.

The fourth alternative capital utilization measurement is a calculation of estimated total risk-based capital divided by risk-
weighted assets, a regulatory calculation required to be made by banks and savings and loan institutions that complies with
Federal Reserve Board capital requirements. Risk-based capital measures capital requirements for assets based on their
credit exposure as defined by the regulation, with lower credit risk assets requiring less capital and higher credit risk assets
requiring more capital. Although we are not subject to these regulatory requirements, we focus our efforts on only high
quality assets. Therefore, our risk-based capital ratio tends to be quite high when compared to banking institutions, and well
in excess of the regulatory minimum of 10% required for banks and savings and loan institutions to qualify as “well-
capitalized”.

Equity Transactions

In February 2004, we completed a public offering of 4,000,000 shares of Common Stock and received net proceeds of
$110.1 million.

During the year ended December 31, 2004, we issued 7,093,000 shares of Common Stock through “at-market” transactions
under controlled equity offering programs and received net proceeds of $198.0 million.

During the year ended December 31, 2004, we issued 6,826,010 shares of Common Stock under the DRSPP and received net
proceeds of $187.8 million.

Off-Balance Sheet Commitments

As of December 31, 2004, we had commitments in the ordinary course of business to purchase or originate the following
amounts of ARM assets (dollar amounts in thousands):

ARM securities — private high quality § 449,042
ARM securities — other 2,908
ARM loans — correspondent originations 684,232
ARM loans — direct originations 61.831

$ 1,198,013

We also have entered into transactions whereby we expect to acquire the remaining balance of certain AAA-rated Hybrid
ARM securities, at a price of par, between 2006 and 2008, when the fixed-rate period of the Hybrid ARM securities
terminates and the securities convert into Traditional ARM securities with characteristics similar to the Traditional ARM
securities held in the current portfolio. We view these transactions as an alternative source of Traditional ARM assets. At
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December 31, 2004, the balance of the Hybrid ARM securities is approximately $1.4 billion, but is expected to be less than
35% of that, and could be zero, at the time they convert into Traditional ARM securities. If we decide not to acquire the
Hybrid ARM securities when they convert into Traditional ARM securities, then we are committed to pay or receive the
difference between par and the fair value of the Traditional ARM securities at that time, as determined by an auction of the
Traditional ARM securities. As of December 31, 2004, we had delivered cash and ARM assets with a carrying value totaling
$9.1 million as collateral in connection with these transactions.

Contractual Obligations

As of December 31, 2004, we had the following contractual obligations (dollar amounts in thousands):

Payments Due by Period

Less than 1 1-3 3-5 More than
Total year years years 5 years

Reverse repurchase agreements $ 14248939 § 14248939 § -5 - 8 -
Asset-backed CP 4,905,000 4,905,000 - - -
CDOs (1) 6,623,641 11,352 27,601 58,465 6,526,223
Whole loan financing facilities 285,555 285,555 - -- -
Senior Notes 304,173 - - - 304,173
Purchase commitments 815,915 815,915 - - -
Total (2) § 27,183,223 § 20,266,761 § 27,601 $ 58,465 § 6,830,396

(1) Maturities of our CDQOs are dependent upon cash flows received from the underlying loans receivable. Our estimate of
their repayment is based on scheduled principal payments on the underlying loans receivable. This estimate will differ
from actual amounts to the extent we experience prepayments and/or loan losses.

(2) Our Consolidated Balance Sheets include a liability for Hedging Instruments with negative market values, which are not
reflected in this table.
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Resuits of Operations - 2004 Compared to 2003 and 2002

The table below presents our net income and Basic and Diluted EPS for the years ended December 31, 2004, 2003 and 2002
(dollar amounts in thousands, except per share data):

For the year ended December 31,

2004 2003 % Change 2002 % Change
Net income $ 232,564 $ 176,504 31.8% b 120,016 47.1%
EPS (Basic) $ 280 S 2.73 2.6% $ 2.60 5.0%
EPS (Diluted) $ 280 $ 2.71 3.3% $ 2.59 4.6%

The table below highlights the historical trend in the components of return on average common equity (annualized) and the

10-year U. S. Treasury average yield during each respective year that is applicable to the computation of the Manager’s
performance fee:

Components of Return on Average Common Equity

ROE in

10-Year Excess of
Net G&A Net uUsS 10-Year

For the Interest  Expense Mgmt  Incentive Other Preferred Income/  Treasury US Treas.
Year Income/ 1y Fee/ Fee/ 2y Dividend/ Equity Average Average

Ended Equity  Equity Equity Equity Equity Equity (ROE) Yield Yield

Dec 31, 2002 24.61% 1.88% 1.22% 2.73% 0.08% 1.04%  17.66% 4.62% 13.04%
Dec 31, 2003 23.39% 2.02% 1.15% 2.79% (0.21)% 033% 17.31% 4.02% 13.29%
Dec 31, 2004 19.67% 1.37% 1.08% 2.31% (0.64)% 0.00%  15.55% 4.27% 11.28%

(1) G & A expense excludes management and performance fees and is net of servicing income.
(2) Other includes gain on ARM assets, hedging expense and provision for credit losses.

Return on Equity declined slightly in this past year compared to the prior year primarily due to a decline in our Portfolio
Margin resulting from spread compression related to our Traditional ARM assets and an increase in our hedging position to
reduce our exposure to rising interest rates on our Hybrid ARM assets. This decline was partially offset by the sale of ARM
securities, lower G & A expense levels and a lower provision for loan losses recorded during 2004 than in 2003. Return on
Equity declined slightly from 2002 to 2003 primarily because the yield on our ARM portfolio reflected the prepayment of
higher yielding assets in a declining interest rate environment and we experienced higher costs of funds on our borrowings
due to the addition of Hybrid ARM Hedging Instruments on Hybrid ARM assets. The decline in our net interest spread was
partially offset by more effective use of capital.
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The following table presents the components of our net interest income for the years ended December 31, 2004, 2003 and
2002:

Comparative Net Interest Income Components
(Dollar amounts in thousands)

For the Years Ended December 31,

2004 2003 2002

Coupon interest income on ARM assets $ 979,820 $ 621,456 ) 419,456
Amortization of net premium (52,646) (35,076) (19,229)
Cash and cash equivalents 2,888 3,235 1,740

Interest income 930,062 589,615 401,967
Reverse repurchase agreements and Asset- 264,230 150,985 135,346

backed CP

CDOs 94,111 18,873 8,436
Whole loan financing facilities 17,608 16,904 11,260
Senior Notes 21,299 10,798 -
Hedging Instruments 238,546 158,102 88,996

Interest expense 635,794 355,662 244,038
Net interest income $ 294,268 $ 233,953 $ 157,929

As presented in the table above, our net interest income increased by $60.3 million in 2004 compared to 2003. The change
from 2003 to 2004 was attributable to a $340.4 million increase in interest income primarily due to an increased asset base,
partially offset by a $280.1 million increase in interest expense. Interest expense increased by $113.2 million due to
increased reverse repurchase agreements and Asset-backed CP outstanding along with increased borrowing rates and $80.4
million due to the impact of Swap Agreements and Eurodollar Transactions which is commensurate with the increase in
borrowings financing our Hybrid ARM assets. Hybrid ARM assets totaled $24.6 billion and $15.3 billion at December 31,
2004 and 2003, respectively. Interest expense increased by $75.2 million due to our issuance of additional CDOs. The
balance of our CDOs increased to $6.6 billion at December 31, 2004 from $3.1 billion at December 31, 2003. Our net
interest income was $76.0 million higher during 2003 compared to 2002. The change was attributable to a $187.6 million
increase in interest income primarily due to an increased asset base, partially offset by a $111.6 million increase in interest
expense. Included in this increase in interest expense was a $69.1 million increase resulting from the impact of Swap
Agreements and Eurodollar Transactions which is commensurate with the increase in borrowings financing our Hybrid ARM
assets.
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The following table presents the average balances for each category of our interest-earning assets as well as our interest-
bearing labilities, with the corresponding annualized effective rate of interest:

Average Balance and Effective Rate Table

Interest-Earning Assets:
ARM assets (1)
Cash and cash equivalents

Interest-Bearing Liabilities:
Reverse repurchase agreements and
Asset-backed CP
Plus: Cost of Hedging Instruments (2)
Hedged reverse repurchase agreements
and Asset-backed CP

CDOs
Plus: Cost of Hedging Instruments (2)
Hedged CDOs

Whole loan financing facilities
Senior Notes

Net Interest-Earning Assets and Spread
Yield on Net Interest-Earning Assets (3)

(1) Effective rate includes impact of amortizing ARM asset net premium.

(Dollar amounts in thousands)

For the years ended December 31,

2004 2003 2002

Average Effective Average Effective Average Effective

Balance Rate Balance Rate Balance Rate
23,302,960 398 % 14,266,035 411 % $ 8,303,133 4.82 %

242,480 1.19 300,460 1.08 99,285 1.75

23,545,440 3.95 14,566,495 4.05 8,402,418 4.78

16,542,207 1.60 11,247,005 1.34 6,886,784 1.97

1.28 1.40 1.29

2.88 2.74 3.26

4,422 241 2.13 1,151,669 1.64 332,726 2.54

0.58 .04 -

2.71 1.68 2.54

792,488 222 850,356 1.99 407,234 2.77

256,378 8.31 126,862 8.51 - -

22,013,314 2.89 13,375,892 2.66 7,626,744 3.20
1,532,126 1.06 % 1,190,603 139 % S 775,674 1.58 %
1.25 % 1.61 % 1.88 %

(2) Includes Swap Agreements and Eurodollar Transactions with notional balances of $19.6 billion, $12.5 billion and $5.0
billion as of December 31, 2004, 2003 and 2002, respectively, and Cap Agreements with notional balances of $1.3
billion and $1.4 billion as of December 31, 2004 and 2003, respectively.

(3) Yield on Net Interest Earning Assets is computed by dividing annualized net interest income by the average daily

balance of interest earning assets.
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The following table presents the total amount of change in interest income/expense from the table above and presents the
amount of change due to changes in interest rates versus the amount of change due to changes in volume (dollar amounts in

thousands):
Years Ended December 31, Years Ended December 31,
2004 versus 2003 2003 versus 2002
Rate Volume Total Rate Volume Total
Interest Income:
ARM assets $ (18,766) $ 359,560 $ 340,794 § (58,942) $ 245,095 § 186,153
Cash and cash equivalents 344 (691) (347) (672) 2,167 1,495
(18,422) 358,869 340,447 (59,614) 247,262 187,648
Interest Expense:
Reverse repurchase agreements and Asset-backed CP 15,701 152,670 168,371 (35,083) 119,828 84,745
CDOs 11,848 88,708 100,556 (2,983) 13,420 10,437
Whole loan financing facilities 1,990 {1,286) 704 (3,165) 8,309 5,644
Senior Notes (259) 10,760 10,501 10,798 10,798

29,280 250,852 280,132 (41,231 152,855 111,624

Net interest income § (47,702) 3108,017 § 60,315 $ (18,383) 3§ 94407 § 76,024

Net interest income increased $60.3 million from 2003 to 2004. This increase in net interest income is composed of an
unfavorable rate variance and a favorable volume variance. As a result of the yield on our interest-earning assets decreasing
to 3.95% during 2004 from 4.05% during 2003, a decrease of 10 basis points, and our cost of funds increasing to 2.89% from
2.66% during the same time period, an increase of 23 basis points, there was a net unfavorable rate variance of $47.7 million.
This was primarily due to an unfavorable rate variance on our ARM assets portfolio and other interest-earning assets that
decreased net interest income by $18.4 million and an unfavorable rate variance on borrowings in the amount of $29.3
million. The increased average size of our portfolio during 2004 compared to 2003 increased net interest income in the
amount of $108.0 million. The average balance of our interest-earning assets was $23.5 billion during 2004, compared to
$14.6 billion during 2003 -- an increase of 61.6%.

Net interest income increased $76.0 million from 2002 to 2003. This increase in net interest income is composed of an
unfavorable rate variance and a favorable volume variance. As a result of the yield on our interest-earning assets decreasing
to 4.05% during 2003 from 4.78% during 2002, a decrease of 73 basis points, and our cost of funds decreasing to 2.66%
from 3.20% during the same time period, a decrease of 54 basis points, there was a net unfavorable rate variance of $18.4
million. This was primarily due to an unfavorable rate variance on our ARM portfolio and other interest-earning assets that
decreased net interest income by $59.6 million, partially offset by a favorable rate variance on borrowings in the amount of
$41.2 million. The increased average size of our ARM portfolio during 2003 compared to 2002 increased net interest
income in the amount of $94.4 million. The average balance of our interest-earning assets was $14.6 billion during 2003,
compared to $8.4 billion during 2002 -- an increase of 73.8%.
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The following table highlights the components of net interest spread and the annualized yield on net interest-earning assets as
of each applicable year end:

Components of Net Interest Spread and Yield on Net Interest-Earning Assets (1)
(Dollar amounts in millions)

Yield on
Average  Historical Yield on Net

For the Interest-  Weighted Yield Interest- Net Interest-
Year Earning Average Adjust- Earning Cost of Interest Earning

Ended Assets Coupon ment (2) Assets Funds Spread Assets

Dec 31,2002 $ 8,402 5.24% 0.46 % 4.78 % 3.20 % 1.58 % 1.88 %
Dec 31,2003 $§ 14,566 4.56% 0.51 % 4.05 % 2.66 % 1.39 % 1.61%
Dec 31,2004 $§ 23,545 4.32% 037 % 395 % 2.89 % 1.06 % 1.25%

(1) Yield on Net Interest-Earning Assets is computed by dividing net interest income by the average daily balance of
interest-earning assets during the year.

(2) Yield adjustments include the impact of amortizing premiums and discounts, the impact of principal payment
receivables and the impact of interest earning non-ARM assets.

The following table presents these components of the yield adjustments for the dates presented in the table above.

Components of the Yield Adjustments on ARM Assets

Impact of
For the Premium/ Principal Total
Year Discount Payments Yield
Ended Amortization Receivable Other (1) Adjustment
Dec 31, 2002 0.29% 0.13% 0.04 % 0.46 %
Dec 31, 2003 0.32% 0.14% 0.05 % 0.51 %
Dec 31, 2004 0.29% 0.07% 0.01 % 0.37 %

(1) Other includes the impact of interest-earning cash and cash equivalents and restricted cash.

We recorded hedging expense during 2004 of $606,000, which primarily consisted of the reclassification to earnings of the
transition adjustment recorded in Accumulated other comprehensive income (loss) on January 1, 2002, in connection with
the implementation of Financial Accounting Standard 133, “Accounting for Derivative Instruments and Hedging Activities.”
For the year ended December 31, 2003, we recorded hedging ineffectiveness in the amount of $76,000, hedging expenses of
$20,000 related to Eurodollar Transactions and reclassified to earnings $597,000 of the transition adjustment, for total
hedging expense of $693,000.

Since we began acquiring whole Joans in 1997, we have only experienced losses on three loans, for a total amount of
$174,000. We continue to evaluate our estimated credit losses on loans prior to their securitization and we may readjust our
current policy if the circumstances warrant. As of December 31, 2004, our whole loans, including those that we have
securitized, but with respect to which we have retained credit loss exposure, accounted for 35.1% of our portfolio of ARM
assets or $10.0 billion. During the years ended December 31, 2004 and 2003, we recorded loan loss provisions totaling $1.4
million and $3.1 million, respectively, to reserve for estimated credit losses on loans. No provision was recorded in 2002.

We recorded a net gain on ARM assets and Hedging Instruments of $11.6 million during 2004. This gain consists of a $13.1
million gain on the sale of $1.4 billion of ARM assets, a $3.3 million realized gain on the termination of Swap Agreements
and a net gain of $49,000 on Pipeline Hedging Instruments, partially offset by a net loss of $4.9 million on commitments to
purchase loans from correspondent lenders and bulk sellers. During 2003, we recorded a net gain on ARM assets of $6.0
million. This gain consists of a $2.7 million net release of previously recorded credit losses, a $910,000 gain upon the
maturity of a collateralized bond obligation, a $1.5 million gain on the sale of $299.2 million of ARM assets and an
unrealized gain net of pipeline hedging of $905,000 on loans expected to be purchased from correspondent lenders and bulk
sellers.
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As a REIT, we are required to declare dividends amounting to at least 85% of each year’s taxable income by the end of each
calendar year and to declare dividends amounting to at least 90% of our taxable income for each year by the time we file our
applicable tax return. Therefore, we generally pass through substantially all of our earnings to shareholders without paying
federal income tax at the corporate level. As of December 31, 2004, we had met all of the dividend distribution requirements
of a REIT. Since we, as a REIT, pay dividends based on taxable earnings, the dividends may at times be more or less than
reported earnings. During 2004, 100% of our dividends distributed were characterized as a distribution of ordinary income.
The following table provides a reconciliation between our earnings as reported based on GAAP and our REIT taxable
income (which is a non-GAAP measurement) before our common dividend deduction:

Reconciliation of Reported Net Income to REIT Taxable Net Income
(Dollar amounts in thousands, except per share amounts)

For the Years Ended December 31,

2004 2003 2002

Net income before income taxes $ 233,039 $ 176,504 $ 120,016
Additions:

Provision for credit losses, net 1,436 479 -

Long-term incentive plan expense 6,482 9,923 4,144

Issuance of CDOs 1,842 821 -

Loss on purchase loan commitments 9,922 - -

Taxable REIT subsidiary income 2,341 - -
Deductions:

Dividend on Series A Preferred Shares - (3,340) (6,679)

Hedging Instruments, net (9,986) (2,363) 27

Gain on purchase loan commitments - (2,317) -

Payments under long-term incentive plan (832) (1,029) (186)

Actual credit losses on ARM assets - - (292)

Conversion of taxable REIT subsidiary to

qualified REIT subsidiary, net (82) (312) (846)

Other (913) (117) 6
REIT taxable net income available to common

shareholders $ 243249 $ 178,249 $ 116,190
REIT taxable net income available to common

shareholders per share A 2.93 $ 2.81 $ 2.67

The following table highlights the annual trend of operating expenses as a percent of average assets:

Annualized Gperating Expense Ratios

Management Fee & Total
For the Other Expenses/ TMHL Performance Fee/ G & A Expense/
Year Ended Average Assets Operations  Average Assets Average Assets
Dec 31, 2002 0.17% 0.07% 0.21% 0.45%
Dec 31, 2003 0.17% 0.06% 0.19% 0.42%
Dec 31, 2004 0.12% 0.05% 0.15% 0.32%

The most significant increases to our operating expenses in 2004 compared to 2003 were the $6.7 million increase in the
performance-based fee that the Manager earned as a result of our achieving a Return on Equity in excess of the threshold as
defined in the Management Agreement, the $4.7 million increase in base management fees paid to the Manager and the $3.9
million increase in expenses related to expanded operations of TMHL. Return on Equity prior to the effect of the
performance-based fee of $34.6 million for 2004 was 17.86%, whereas the threshold, the average Ten Year U.S. Treasury
Rate plus 1%, was 5.27%.




The most significant single increase to our operating expenses from 2002 to 2003 was the performance-based fee increase of
$10.4 million that the Manager earned as a result of our achieving a Return on Equity in excess of the threshold as defined in
the Management Agreement. Return on Equity prior to the effect of the performance-based fee of $27.9 million for 2003
was 20.10%, whereas the threshold, the average Ten Year U.S. Treasury Rate plus 1%, was 5.02% during 2003. The
Manager earned a performance-based fee in the amount of $17.5 million in 2002. The expense of our long-term incentive
awards increased by $5.8 million from 2002 to 2003, primarily due to the improvement in our stock price and the increase in
our dividend. Our other expenses increased by $7.4 million from 2002 to 2003, primarily due to increased base management
fees paid to the Manager, expanded operations of TMHL and other corporate matters.

Our expense ratios are among the lowest of any company originating and investing in mortgage assets, giving us what we
believe to be a significant competitive advantage over more traditional mortgage portfolio lending institutions such as banks
and savings and loan institutions. This competitive advantage enables us to operate with less risk, such as credit and interest
rate risk, and still generate an attractive long-term return on equity when compared to more traditional mortgage portfolio
lending institutions.

Market Risks

The market risk management discussion and the amounts estimated from the analysis that follows are forward-looking
statements that assume that certain market conditions occur. Actual results may differ materially from these projected results
due to changes in our ARM portfolio and borrowings mix and due to developments in the domestic and global financial and
real estate markets. Developments in the financial markets include the likelihood of changing interest rates and the
relationship of various interest rates and their impact on our ARM portfolio yield, cost of funds and cash flows.

As a financial institution that has only invested in U.S.-dollar denominated instruments (primarily single-family residential
mortgage instruments) and has only borrowed money in the domestic market, we are not subject to foreign currency
exchange or commodity price risk. Our market risk exposure is largely due to interest rate risk. Interest rate risk is defined
as the sensitivity of our current and future earnings to interest rate volatility, variability of spread relationships, the difference
in repricing intervals between our assets and liabilities and the effect that interest rates may have on our cash flows,
especially ARM portfolio prepayments. Interest rate risk impacts our interest income, interest expense and the market value
on a large portion of our assets and liabilities. The management of interest rate risk attempts to maximize earnings and to
preserve capital by minimizing the negative impacts of changing interest rates, asset and liability mix, and prepayment
activity.

The table below presents an approximation of the sensitivity of the market value of our ARM portfolio, including purchase
commitments, using a discounted cash flow simulation model. Application of this method results in an estimation of the
percentage change in the market value of our assets, liabilities and Hedging Instruments per 100 BP shift in interest rates
expressed in years—a measure commonly referred to as Duration. Positive portfolio Duration indicates that the market value
of the total portfolio will decline if interest rates rise and increase if interest rates decline. The closer Duration is to zero, the
less interest rate changes are expected to affect earnings. Included in the table is a base case Duration calculation for an
interest rate scenario that assumes future rates are those implied by the yield curve as of December 31, 2004. The other three
scenarios assume interest rates are instantaneously 100, 200 and 300 BPs higher than those implied by interest rates as of
December 31, 2004.

The use of Hybrid ARM Hedging Instruments is a critical part of our interest rate risk management strategies, and the effects
of these Hybrid ARM Hedging Instruments on the market value of the portfolio are reflected in the model’s output. This
analysis also takes into consideration the value of options embedded in our mortgage assets including constraints on the
repricing of the interest rates of ARM assets resulting from periodic and lifetime cap features, as well as prepayment options.
Assets and liabilities that are not interest rate-sensitive such as cash, payment receivables, prepaid expenses, payables and
accrued expenses are excluded. The Duration calculated from this model is a key measure of the effectiveness of our interest
rate risk management strategies.
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Net Portfolio Duration

December 31, 2004
Base Case Parallel +100 BPs Parallel +200 BPs Parallel +300 BPs

Assets:

Traditional ARMs 0.37 Years 0.43 Years 0.66 Years 0.86 Years

Hybrid ARMs 2.05 2.44 2.84 3.07

Total ARM assets 1.83 2.17 2.55 2.77
Borrowings and hedges (1.77) (1.81) (1.82) (1.81)
Net Portfolio Duration 0.14 Years 0.30 Years 0.50 Years 0.62 Years

Based on the assumptions used, the model output suggests a very low degree of portfolio price change given increases in
interest rates, which implies that our cash flow and earning characteristics should be relatively stable for comparable changes
in interest rates. As a comparison, the approximate base case Duration of an unhedged 10 year treasury, a conforming 30-
year fixed mortgage and a conforming 5/1 Hybrid ARM are 7.9, 4.7 and 1.7 years respectively.

Changes in assumptions including, but not limited to, volatility, mortgage and financing spreads, prepayment behavior and
defaults, as well as the timing and level of interest rate changes, will affect the results of the model. Therefore, actual results
are likely to vary from modeled results.

Although market value sensitivity analysis is widely accepted in identifying interest rate risk, it does not take into
consideration changes that may occur such as, but not limited to, changes in investment and financing strategies, changes in
market spreads, and changes in business volumes. Accordingly, we make extensive use of an earnings simulation model to
further analyze our level of interest rate risk.

There are a number of key assumptions in our earnings simulation model. These key assumptions include changes in market
conditions that affect interest rates, the pricing of ARM products, the availability of ARM products, and the availability and
the cost of financing for ARM products. Other key assumptions made in using the simulation model include prepayment
speeds and management’s investment, financing and hedging strategies, and the issuance of new equity. We typically run
the simulation model under a variety of hypothetical business scenarios that may include different interest rate scenarios,
different investment strategies, different prepayment possibilities and other scenarios that provide us with a range of possible
earnings outcomes in order to assess potential interest rate risk. The assumptions used represent our estimate of the likely
effect of changes in interest rates and do not necessarily reflect actual results. The earnings simulation model takes into
account periodic and lifetime caps embedded in our ARM assets in determining the earnings at risk.

At December 31, 2004, based on the earnings simulation model, our potential earnings increase (decrease) from our base
case eamnings forecast for a parallel 100, 200 and 300 BP rise in market interest rates over the next twelve months and a
commensurate slowdown in prepayment speeds as interest rates rise, was (2.1)%, (3.9)% and (5.7)%, respectively, of
projected net income for the twelve months ended December 31, 2005. All of these earnings projections result in earnings
that provide sufficient coverage of dividends at their current level. The assumptions used in the earnings simulation model
are inherently uncertain and, as a result, the analysis cannot precisely predict the impact of higher interest rates on net
income. Actual results could differ from simulated results due to timing, magnitude and frequency of interest rate changes,
changes in prepayment speed other than what was assumed in the model, and changes in other market conditions and
management strategies to offset our potential exposure, among other factors. This measure of risk represents our exposure to
higher interest rates at a particular point in time. Our actual risk is always changing. We continuously monitor our risk
profile and alter our strategies as appropriate based on our view of interest rates and other developments in our business.

Effects of Interest Rate Changes

Changes in interest rates impact our earnings in various ways. While we invest primarily in ARM assets, rising short-term

interest rates may temporarily negatively affect our earnings, and, conversely, falling short-term interest rates may

temporarily increase our earnings. This impact can occur for several reasons and may be mitigated by portfolio prepayment

activity and portfolio funding strategies. For example, our borrowings may react to changes in interest rates sooner than our
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ARM assets because the weighted average next repricing date of our borrowings may be sooner than that of our ARM assets.
Additionally, interest rates on Traditional ARM assets may be limited to an increase of either 1% or 2% per adjustment
period (commonly referred to as the periodic cap), while our borrowings do not have similar limitations. At December 31,
2004, 9.7% of our ARM assets were Traditional ARM assets subject to periodic caps. Our ARM assets also typically lag
changes in the applicable interest rate indices by 45 days, due to the notice period provided to ARM borrowers when the
interest rates on their loans are scheduled to change.

Interest rates can also affect our net return on Hybrid ARM assets (net of the cost of financing Hybrid ARM assets). We
estimate the Duration of our Hybrid ARM assets and have a policy to hedge the financing of the Hybrid ARM assets such
that the Net Duration is less than one year. During a declining interest rate environment, the prepayment of Hybrid ARM
assets may accelerate causing the amount of fixed-rate financing to increase relative to the amount of Hybrid ARM assets,
possibly resulting in a decline in our net return on Hybrid ARM assets as replacement Hybrid ARM assets may have lower
yields than the ones paying off. In contrast, during a rising interest rate environment, Hybrid ARM assets may prepay slower
than expected, requiring us to finance more Hybrid ARM assets in a higher interest rate environment than was originally
anticipated, resulting in a decline in our net return on Hybrid ARM assets. In order to manage our exposure to changes in the
prepayment speed of Hybrid ARM assets, we regularly monitor the balance of Hybrid ARM assets and make adjustments to
the amounts anticipated to be outstanding in future periods and, on a regular basis, make adjustments to the amount of our
fixed-rate borrowing obligations in future periods.

Interest rate changes can also affect the availability and pricing of ARM assets, which affects our investment opportunities.
During a rising interest rate environment, there may be less total loan origination and refinance activity, but a larger
percentage of ARM products being originated, mitigating the impact of lower overall loan origination and refinance activity.
Conversely, during a declining interest rate environment, consumers, in general, may favor fixed-rate mortgage products, but
because there will likely be above average loan origination and refinancing volume in the industry, even a small percentage
of ARM product volume may provide sufficient investment opportunities. Additionally, a flat yield curve may be an adverse
environment for ARM products because there may be little incentive for a consumer to choose an ARM product over a 30
year fixed-rate mortgage loan and, conversely, in a steep yield curve environment, ARM products may enjoy an above
average advantage over 30-year fixed-rate mortgage loans, increasing our investment opportunities. The volume of ARM
loans being originated industry-wide can also affect their investment yield. During periods when there is a shortage of ARM
products, yields may decline due to market forces and conversely, when there is an above average supply of ARM products,
yields may improve due to the same market forces. To date, regardless of the interest rate environment, we have always been
able to find sufficient acquisition and loan origination opportunities at attractive prices, enabling us to generate positive
earnings and grow our portfolio as appropriate.

The prepayment rate on our ARM assets may increase if interest rates decline or if the difference between long-term and
short-term interest rates diminishes. An increase in prepayments would cause us to amortize the premiums paid for our
ARM assets faster, resulting in a lower yield on our ARM assets. Additionally, if prepayments proceeds cannot be
reinvested in ARM assets having similar yields to those being replaced, our earnings may be adversely affected.

Conversely, the prepayment rate on our ARM assets may decrease if interest rates rise or if the difference between long-term
and short-term interest rates increases. Decreased prepayments would cause us to amortize the premiums paid for our ARM
assets over a longer time period, resulting in an increased yield on our ARM assets. Therefore, in rising interest rate
environments where prepayments are declining, not only would the interest rate on the ARM portfolio reset to reflect higher
interest rates, but the yield would also rise due to slower prepayments. The combined effect could significantly mitigate
other negative effects that rising short-term interest rates might have on earnings.

Lastly, because we invest primarily in ARM assets, and a portion of such assets are purchased with shareholders’ equity, our
earnings, over time, will tend to increase, after an initial short-term decline, following periods when short-term interest rates
have risen, and decrease after an initial short-term increase, following periods when short-term interest rates have declined.
This is because the financed portion of our ARM portfolio will, over time, reprice to a spread over our cost of funds, while
the portion of our ARM portfolio purchased with shareholders’ equity will generally have a higher yield in a higher interest
rate environment and a lower yield in a lower interest rate environment.

Other Matters
The Code requires that at least 75% of our total assets must be Qualified REIT Assets. The Code also requires that we meet
a defined 75% source of income test and a 90% source of income test. As of December 31, 2004, we calculated that we were

in compliance with all of these requirements. We also met all REIT requirements regarding the ownership of Common Stock
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and the distributions of our net income. Therefore, as of December 31, 2004, we believe that we continue to qualify as a
REIT under the provisions of the Code.

We intend to conduct our business so as not to become regulated as an investment company under the Investment Company
Act. If we were to become regulated as an investment company, our use of leverage would be substantially reduced. The
Investment Company Act exempts entities that are “primarily engaged in the business of purchasing or otherwise acquiring
Qualifying Interests.” Under current interpretation of the SEC staff, in order to qualify for this exemption, we must maintain
at least 55% of our assets directly in Qualifying Interests as defined in the Code. In addition, unless certain mortgage
securities represent all the certificates issued with respect to an underlying pool of mortgages, such mortgage securities may
be treated as securities separate from the underlying mortgage loans and, thus, may not be considered Qualifying Interests for
purposes of the 55% requirement. We calculated that we are in compliance with this requirement.
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Item 7A.

Item 8.

Item 9.

Item 9A,

Ttem 9B.

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

The information called for by Item 7A is incorporated by reference from the information in Item 7 under the
captions “Interest Rate Risk Management,” beginning on page 31 and “Market Risks” and “Effects of Interest
Rate Changes” set forth on pages 45 through 47 in this Form 10-K.

FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The consolidated financial statements of the Company, the related notes and schedule to the consolidated
financial statements, together with the Report of Independent Registered Public Accounting Firm thereon are set
forth on pages F-3 through F-30 in this Form 10-K.

CHANGES [N AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE.

None.
CONTROLS AND PROCEDURES
Disclosure Controls and Procedures

We maintain controls and procedures designed to ensure that we are able to collect the information we are
required to disclose in the reports we file with the SEC, and to record, process, summarize and disclose this
information within the time periods specified by the SEC. Based on an evaluation of our disclosure controls and
procedures as of the end of the period covered by this report conducted by management, with the participation of
the Chief Executive, Chief Operating and Chief Financial Officers, the Chief Executive, Chief Operating and
Chief Financial Officers conclude that these controls and procedures are effective to ensure that we are able to
record, process, summarize and report the information we are required to disclose in the reports we file with the
SEC within the required time periods.

Management’s Annual Report on Internal Contrel over Financial Reporting

Management is responsible for establishing and maintaining adequate internal control over financial reporting as
such term is defined in Rules 13a-15(f) or 15d-15(f) under the Securities Exchange Act of 1934, as amended.
Under the supervision and with the participation of management, including the Chief Executive, Chief Operating
and Chief Financial Officers, we assessed the effectiveness of our internal control over financial reporting as of
December 31, 2004. In making this assessment, we used the criteria set forth by the Committee of Sponsoring
Organizations of the Treadway Commission (COSQ) in Internal Control — Integrated Framework. Based on our
assessment under the framework in Internal Control — Integrated Framework, we concluded that our internal
control over financial reporting was effective as of December 31, 2004. Our assessment of the effectiveness of
internal control over financial reporting as of December 31, 2004 has been audited by PricewaterhouseCoopers
LLP, the independent registered public accounting firm which also audited our consolidated financial statements
included in our annual report on Form 10-K, as stated in their report which appears on pages F-3 and F-4.

Changes in Internal Control Over Financial Reperting

During the quarter ended December 31, 2004, there has been no change in our internal control over financial
reporting that has materially affected, or is reasonably likely to materially affect, our internal control over
financial reporting.

OTHER INFORMATION

None.
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PART III
Item 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

The information required by Item 10 is incorporated herein by reference to the Proxy Statement to be filed with
the SEC within 120 days after December 31, 2004 pursuant to General Instruction G(3).

The Code of Conduct applies to all of the Manager’s employees and all of our officers and directors. The Code of
Conduct is available on our website at www.thornburgmortgage.com under the “Investors — Corporate
Governance” section. The Code of Conduct is also available in print to anyone who requests it by writing to us at
the following address:

Thornburg Mortgage, Inc.
150 Washington Avenue, Suite 302
Santa Fe, New Mexico 87501;

or by phoning us at (505) 989-1900.

We will disclose on our website any amendments to, or waivers from, any provision of the Code of Conduct that
applies to any of our directors or officers.

Item 11. EXECUTIVE COMPENSATION

The information required by Item 11 is incorporated herein by reference to the Proxy Statement to be filed with
the SEC within 120 days after December 31, 2004 pursuant to General Instruction G(3).

Item 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND RELATED
SHAREHOLDER MATTERS

The information required by Item 12 is incorporated herein by reference to the Proxy Statement to be filed with
the SEC within 120 days after December 31, 2004 pursuant to General Instruction G(3).

Item 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information required by Item 13 is incorporated herein by reference to the Proxy Statement to be filed with
the SEC within 120 days after December 31, 2004 pursuant to General Instruction G(3).

Item 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information required by Item 14 is incorporated herein by reference to the Proxy Statement to be filed with
the SEC within 120 days after December 31, 2004 pursuant to General Instruction G(3).

PART IV
Item 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES
(a) Documents filed as part of this report:

1. The following Financial Statements of the Company are included in Part I, Item 8 of this Annual
Report on Form 10-K:

Report of Independent Registered Public Accounting Firm;
Consolidated Balance Sheets as of December 31, 2004 and 2003;
Consolidated Income Statements for the years ended December 31, 2004, 2003 and 2002;
Consolidated Statements of Shareholders' Equity for the years ended December 31, 2004, 2003 and
2002;
Consolidated Statements of Cash Flows for the years ended December 31, 2004, 2003 and 2002;
and
Notes to Consolidated Financial Statements.
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2. Schedules to Consolidated Financial Statements:

Consolidated financial statement schedule, Mortgage Loans on Real Estate, is included in Part 11,
Item 8 of this Annual Report on Form 10-K.

3, Exhibit Index:

Exhibit Number Exhibit Description

3.1 Articles of Incorporation of the Registrant (incorporated herein by reference to
Exhibit 3.1 filed with the registrant’s registration statement on Form S-11,
which went effective on June 18, 1993)

3.1.1 Articles of Amendment to Articles of Incorporation dated June 29, 1995
(incorporated herein by reference to Exhibit 3.1 filed with the registrant’s
quarterly report for the quarter ended June 30, 1995)

3.1.2 Form of Articles Supplementary dated January 21, 1997 (incorporated herein
by reference to Exhibit 3.1.2 filed with the registrant’s registration statement on
Form 8-A on January 17, 1997)

3.1.3 Amendment to Articles of Incorporation dated April 27, 2000 (incorporated
herein by reference to Exhibit 3.1.3 filed on May 8, 2000 with the registrant’s
quarterly report for the quarter ended March 31, 2000)

3.14 Form of Articles Supplementary for Series B Cumulative Preferred Stock
(incorporated herein by reference to Exhibit 3.1.4 filed on March 28, 2001 with
the registrant’s annual report on Form 10-K for the year ended December 31,
2000)

3.15 Amendment to Articles of Incorporation dated April 29, 2002 (incorporated
herein by reference to Exhibit 3.1.5 filed on May 14, 2002 with the registrant’s
quarterly report for the quarter ended March 31, 2002)

32 Amended and Restated Bylaws of the Registrant (incorporated herein by
reference to Exhibit 3.2.3 filed with the registrant’s registration statement on
Form S-3 filed on August 2, 2004)

3.3. Audit Committee Charter, revised January 21, 2003 (incorporated herein by
reference to Exhibit A filed on March 20, 2003 with the registrant’s proxy
statement for the 2003 Annual Meeting of Shareholders)

4.1 Form of Common Stock Certificate (incorporated herein by reference to
Exhibit 4.3 filed on March 28, 2001 with the registrant’s annual report on Form
10-K for the year ended December 31, 2000)

42 Form of Preferred Stock Certificate for Series B Cumulative Preferred Stock

(incorporated herein by reference to Exhibit 4.4 filed on March 28, 2001 with
the registrant’s annual report on Form 10-K for the year ended December 31,
2000)

43 Form of Right Certificate (incorporated herein by reference to Exhibit 4.5 filed
on March 28, 2001 with the registrant’s annual report on Form 10-K for the
year ended December 31, 2000)
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Exhibit Number

Exhibit Description

43.1

Shareholder Rights Agreement dated January 25, 2001 (incorporated herein by
reference to Exhibit 10.8 filed on March 28, 2001 with the registrant’s annual
report on Form 10-K for the year ended December 31, 2000)

432

Agreement of Substitution and Amendment of Shareholder Rights Agreement,
dated May 9, 2002 (incorporated herein by reference to Exhibit 10.9 filed with
the registrant’s registration statement on Form S-3, filed on August 23, 2002)

44

Indenture between the Registrant and Deutsche Bank Trust Company
Americas, dated as of May 15, 2003 (incorporated herein by reference to
Exhibit 10.11 filed with the registrant’s current report on Form 8-K on May 28,
2003)

44.1

First Supplemental Indenture between the Registrant and Deutsche Bank Trust
Company Americas, dated as of May 15, 2003 (incorporated herein by
reference to Exhibit 10.11.1 filed with the registrant’s current report on Form
8-K on May 28, 2003)

4.5

Form of Exchange Global Note (incorporated herein by reference to Exhibit 4.4
filed with the registrant’s registration statement on Form S-4, filed on
December 19, 2003)

4.6

Form of Global Note (incorporated herein by reference to Exhibit 4.8 filed with
the registrant’s current report on Form 8-K on November 24, 2004)

10.1

Amended and Restated Management Agreement between the Registrant and
Thornburg Mortgage Advisory Corporation dated as of July 1, 2004
(incorporated herein by reference to Exhibit 10.1 filed on August 9, 2004 with
the registrant’s quarterly report for the quarter ended June 30, 2004)

10.2

Dividend Reinvestment and Stock Purchase Plan (incorporated herein by
reference to the registrant’s registration statement on Form S-3, filed on August
2,2004)

10.3

Form of Limited Stock Repurchase Plan (incorporated herein by reference to
Exhibit 10.9 filed on August 12, 2002 with the registrant’s quarterly report for
the quarter ended June 30, 2002)

10.4

Amended and Restated 2002 Long-Term Incentive Plan, dated January 21,
2003 (incorporated herein by reference to Exhibit 10.9 filed on March 20,
2003 with the registrant’s annual report on Form 10-K for the year ended
December 31, 2002)

10.4.1

Amendment No. 1 to Amended and Restated 2002 Long-Term Incentive Plan,
dated as of October 21, 2003 (incorporated herein by reference to Exhibit
10.4.1 filed on March 3, 2004 with the registrant’s annual report on Form 10-K
for the year ended December 31, 2003)

10.4.2

Amendment No. 2 to Amended and Restated 2002 Long-Term Incentive Plan,
dated as of April 20, 2004 (incorporated herein by reference to Exhibit 10.4.2
filed on May 7, 2004 with the registrant’s quarterly report for the quarter ended
March 31, 2004)

10.4.3

Amendment No. 3 to Amended and Restated 2002 Long-Term Incentive Plan,
dated as of January 25, 2005*
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Exhibit Number

Exhibit Description

10.5

Securities Sale and Contribution Agreement between Thornburg Mortgage
Depositor, L.L.C. and the Registrant, dated as of June 30, 2004 (incorporated
herein by reference to Exhibit 10.9 filed on August 9, 2004 with the
registrant’s quarterly report for the quarter ended June 30, 2004)

22.1

Notice and Proxy Statement for the Annual Meeting of Shareholders to be
held on April 19, 2005 (to be filed within 120 days after the close of the
registrant’s fiscal year ended December 31, 2004)

23.1

Consent of Independent Registered Public Accounting Firm*

31.1

Certification of Chief Executive Officer pursuant to Rule 13a-14(a) and 15d-
14(a) of the Securities Exchange Act of 1934*

31.2

Certification of President and Chief Operating Officer pursuant to Rule 13a-
14(a) and 15d-14(a) of the Securities Exchange Act of 1934*

31.3

Certification of Senior Executive Vice President and Chief Financial Officer
pursuant to Rule 13a-14(a) and 15d-14(a) of the Securities Exchange Act of
1934*

321

Certification of Chief Executive Officer pursuant to 18 U.S.C. Section 1350,
as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002*

322

Certification of President and Chief Operating Officer pursuant to 18 U.S.C.
Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act
of 2002*

32.3

Certification of Senior Executive Vice President and Chief Financial Officer
pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002*

* Being filed herewith.
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Repeort of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders of Thormburg Mortgage, Inc.:

We have completed an integrated audit of Thornburg Mortgage, Inc.’s 2004 consolidated financial statements and of its
internal control over financial reporting as of December 31, 2004 and audits of its 2003 and 2002 consolidated financial
statements in accordance with the standards of the Public Company Accounting Oversight Board (United States). Our
opinions, based on our audits, are presented below.

Consolidated financial statements and financial statement schedule

In our opinion, the consolidated financial statements listed in the index appearing under Item 15(a)(1) present fairly, in all
material respects, the financial position of Thornburg Mortgage, Inc. and its subsidiaries at December 31, 2004 and 2003,
and the results of their operations and their cash flows for each of the three years in the period ended December 31, 2004 in
conformity with accounting principles generally accepted in the United States of America. In addition, in our opinion, the
financial statement schedule listed in the index appearing under Item 15(a)}(2) presents fairly, in all material respects, the
information set forth therein when read in conjunction with the related consolidated financial statements. These financial
statements and financial statement schedule are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial statements and financial statement schedule based on our audits. We conducted our
audits of these statements in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit of financial statements includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements, assessing the accounting principles used and
significant estimates made by management, and evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

Internal control over financial reporting

Also, in our opinion, management’s assessment, included in Management’s Annual Report on Internal Control over
Financial Reporting appearing under Item 9A, that the Company maintained effective internal control over financial
reporting as of December 31, 2004 based on criteria established in Internal Control - Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO), is fairly stated, in all material respects,
based on those criteria. Furthermore, in our opinion, the Company maintained, in all material respects, effective internal
control over financial reporting as of December 31, 2004, based on criteria established in Internal Control - Integrated
Framework issued by COSO. The Company’s management is responsible for maintaining effective internal control over
financial reporting and for its assessment of the effectiveness of internal control over financial reporting. Our responsibility
is to express opinions on management’s assessment and on the effectiveness of the Company’s internal control over
financial reporting based on our audit. We conducted our audit of internal control over financial reporting in accordance
with the standards of the Public Company Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether effective internal control over financial reporting
was maintained in all material respects. An audit of internal control over financial reporting includes obtaining an
understanding of internal control over financial reporting, evaluating management’s assessment, testing and evaluating the
design and operating effectiveness of internal control, and performing such other procedures as we consider necessary in
the circumstances. We believe that our audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company’s internal control over financial reporting includes those policies and
procedures that (i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (ii) provide reasonable assurance that transactions are recorded as
necessary to permit preparation of financial statements in accordance with generally accepted accounting principles, and that
receipts and expenditures of the company are being made only in accordance with authorizations of management and
directors of the company; and (iii) provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use, or disposition of the company’s assets that could have a material effect on the financial statements.
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Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also,
projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

/s/ PricewaterhouseCoopers LLP
PricewaterhouseCoopers LLP

Los Angeles, CA
February 28, 2005
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THORNBURG MORTGAGE, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

{Amounts in thousands)

ASSETS
ARM assets:
ARM securities, net

ARM loans:
Securitized ARM loans, net
ARM loans collateralizing debt obligations, net
ARM loans held for securitization, net
ARM loans

ARM assets

Cash and cash equivalents
Restricted cash and cash equivalents
Hedging Instruments

Accrued interest receivable

Prepaid expenses and other

LIABILITIES
Reverse repurchase agreements
Asset-backed CP
CDOs
Whole loan financing facilities
Hedging Instruments
Senior Notes
Payable for securities purchased
Accrued interest payable
Dividends payable
Accrued expenses and other

COMMITMENTS AND CONTINGENCIES

SHAREHOLDERS’ EQUITY
Common Stock: par value $.01 per share; 499,978
shares authorized, 91,904 and 73,985 shares
issued and outstanding, respectively
Additional paid-in-capital
Accumulated other comprehensive loss
Retained earnings

See Notes to Consolidated Financial Statements.
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December 31,

2004 2003
18,656,045 $ 11,520,741
2,899,985 3,687,466
6,720,810 3,146,961
466,221 496,998
10,087,016 7,331,425
28,743,061 18,852,166
112,622 85,366
30,737 51,600
144,230 40,356
118,273 73,702
40,695 15,609
29,189,618 $ 19,118,799
14,248,939 $ 13,926,858
4,905,000 -
6,623,641 3,114,047
285,555 369,343
26,027 113,518
304,173 251,080
815,915 -
44,109 26,114
62,495 47,350
84,580 31,385
27,400,434 17,879,695
919 740
1,872,487 1,376,879
(90,715) (142,778)
6,493 4,263
1,789,184 1,239,104
29,189,618 $ 19,118,799




THORNBURG MORTGAGE, INC. AND SUBSIDIARIES

CONSOLIDATED INCOME STATEMENTS
(Amounts in thousands, except per share data)

Year ended December 31,

2004 2003 2002
Interest income from ARM assets and cash equivalents § 930,062 $ 589,615 $ 401,967
Interest expense on borrowed funds (635,794) (355,662) (244,038)
Net interest income 294,268 233,953 157,929
Servicing income, net 5,694 1,883 592
Gain on ARM assets and Hedging Instruments, net 11,570 6,005 903
Hedging expense (606) (693) (1,426)
Provision for credit losses (1,436) (3,137) -
Management fee (16,170) (11,510) (7,831)
Performance fee (34,611) (27,897) (17,518)
Long-term incentive awards (9,788) (9,923) 4,114)
Other operating expenses (15,882) (12,177) (8,519)
Net income before income taxes 233,039 176,504 120,016
Income taxes (475) - -
NET INCOME $ 232,564 $ 176,504 $ 120,016
Net income $ 232,564 $ 176,504 $ 120,016
Dividends on preferred stock - (3,340) (6,679)
Net income available to common shareholders $ 232,564 $ 173,164 $ 113,337
Basic EPS:
Net income $ 2.80 $ 2.73 $ 2.60
Average number of shares outstanding 83,001 63,485 43,590
Diluted EPS:;
Net income § 2.80 $ 2.71 § 2.59
Average number of shares outstanding 83,001 65,217 46,350
Dividends declared per common share $ 2.66 $ 2.49 $ 2.285

See Notes to Consolidated Financial Statements.
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THORNBURG MORTGAGE, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF SHAREHOLDERS® EQUITY

Three Years Ended December 31, 2004

(Dollar amounts in thousands, except per share data)

Accumulated Notes
Other Receivable Compre-
Compre- From Retained hensive
Preferred  Common Additional hensive Stock Earnings/ Income
Stock Stock Paid-in Capital _Income (Loss) Sales (Deficit) (Loss) Total
Balance, December 31, 2001 $ 65805 $ 333§ 515516 $  (36,566) $ (7,904) §  (4,526) $ 532,658
Comprehensive income:
Net income 120,016 $ 120,016 120,016
Other comprehensive income (loss):
Available-for-sale assets:
Fair value adjustment 50,524 50,524 50,524
Hedging Instruments:
Fair value adjustment, net of
amortization (119,212) (119,212) (119,212)
Comprehensive income $ 51,328
Issuance of Common Stock 195 363,108 363,303
Interest and principal payments on notes
receivable from stock sales 305 467 772
Dividends declared on preferred
stock - $2.42 per share (6,679) (6,679)
Dividends declared on Common
Stock - $2.285 per share (108,340) (108,340)
Balance, December 31, 2002 65,805 528 878,929 (105,254) (7437 471 833,042
Comprehensive income:
Net income 176,504 $§ 176,504 176,504
Other comprehensive income (loss):
Available-for-sale assets:
Fair value adjustment (86,803) (86,803) (86,803)
Hedging Instruments:
Fair value adjustment, net of
amortization 49,279 49,279 49,279
Comprehensive income $ 138,980
Issuance of Common Stock 184 431,918 432,102
Conversion of preferred stock to
Common Stock (65,805) 28 65,777 -
Interest and principal payments on notes
receivable from stock sales 255 7,437 7,692
Dividends declared on preferred
stock - $1.21 per share (3,340) (3,340)
Dividends declared on Common
Stock - $2.49 per share (169,372) (169,372)
Balance, December 31, 2003 - 740 1,376,879 (142,778) - 4,263 1,239,104
Comprehensive income:
Net income 232,564 § 232,564 232,564
Other comprehensive income (loss):
Available-for-sale assets:
Fair value adjustment (134,023) (134,023) (134,023)
Hedging Instruments:
Fair value adjustment, net of
amortization 186,086 186,086 186,086
Comprehensive income $ 284,627
Issuance of Common Stock 179 495,608 495,787
Dividends declared on Common
Stock - $2.66 per share (230,334) (230,334)
Balance, December 31, 2004 $ - $ 919 $ 1,872,487 $§ (90,715) % - $ 6,493 $ 1,789,184

e Notes to Consolidated Financial Statements.
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THORNBURG MORTGAGE, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

(Dollar amounts in thousands)

Operating Activities:
Net income
Adjustments to reconcile net income to
net cash provided by operating activities:
Amortization of ARM assets net premium
Gain on ARM assets and Hedging Instruments, net
Provision for credit losses
Hedging expense
Change in assets and liabilities:
Accrued interest receivable
Prepaid expenses and other
Accrued interest payable
Accrued expenses and other
Net cash provided by operating activities
Investing Activities:
ARM securities:
Purchases
Proceeds on sales
Principal payments
Securitized ARM loans:
Issuance costs
Principal payments
ARM loans collateralizing debt obligations:
Principal payments
ARM loans held for securitization:
Purchases and originations
Proceeds on sales
Principal payments
Purchase of Cap Agreements
Termination of Swap Agreements
Net cash used in investing activities
Financing Activities:
Net reverse repurchase agreements borrowings
Net borrowings from Asset-backed CP
Net borrowings (paydowns) of CDOs
Net whole loan financing facilities (paydowns) borrowings
Net Senior Notes proceeds
(Payments made) receipts on Eurodollar contracts
Proceeds from Common Stock issued, net
Dividends paid
Payments on notes receivable from stock sales
Purchase of Cap Agreements
Net decrease (increase) in restricted cash
Net cash provided by financing activities

Net increase in cash and cash equivalents
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

See noncash disclosures in Note 2 and Note 4.

See Notes to Consolidated Financial Statements.
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Year ended December 31,
2004 2003 2002
232,564 176,504  § 120,016
61,680 43,487 18,215
(11,570) (6,005) (903)
1,436 3,137 -
606 693 1,426
(44,571) (26,267) (13,952)
(28,078) (7,631) (4,274)
17,995 8,880 5,074
53,196 16,865 5,568
283,258 209,663 131,170
(13,695,997) (10,462,465) (6,391,779)
1,420,269 300,738 703,646
5,780,335 4,981,394 3,330,739
- (3,457) (3,023)
759,341 1,242,735 613,955
817,320 365,202 177,932
(4,405,014) (5,317,478) (2,849,093)
- - 4,061
68,254 55,337 31,718
- - (505)
3,331 - (4,855)
(9,252,161) (8,837,994) (4,387,204)
322,081 5,501,129 3,720,835
4,905,000 - -
3,509,594 2,858,632 (177,166)
(83,789) (219,738) 548,798
52,682 250,738 -
(5,977) 2,112 (9,634)
495,787 432,102 363,303
(215,189) (157,898) (102,470)
- 7,692 704
(4,893) (31,692) -
20,863 22,803 (66,972)
8,996,159 8,665,880 4,277,398
27,256 37,549 21,364
85,366 47,817 26,453
112,622 85,366 §$ 47817




THORNBURG MORTGAGE, INC. AND SUBSIDIARIES
NOTES TO CONSCLIDATED FINANCIAL STATEMENTS
Note 1. Organization and Significant Accounting Policies

Thornburg Mortgage, Inc. was incorporated in Maryland on July 28, 1992. The Company commenced its
operations of purchasing and managing for investment a portfolio of ARM assets on June 25, 1993, upon
receipt of the net proceeds from the initial public offering of Common Stock.

Thornburg Mortgage, Inc. is a single-family residential mortgage lending company that originates, acquires and
retains investments in ARM assets comprised of ARM securities and ARM loans, thereby providing capital to
the single-family residential housing market. The Company uses its equity capital and borrowed funds to invest
in ARM assets and seeks to generate income based on the difference between the yield on its ARM assets
portfolio and the cost of its borrowings.

The Company’s wholly-owned mortgage loan origination subsidiary, Thornburg Mortgage Home Loans, Inc.
(“TMHL"), conducts the Company’s mortgage loan acquisition, origination, processing, underwriting and
securitization activities. TMHL acquires mortgage loans through three channels: correspondent lending, retail
originations and bulk acquisitions. TMHL finances the loans through whole loan financing facilities and pools
loans for securitization which are then either sold to its parent or issued as debt to third-parties,

The Company is a single-family residential mortgage lender that originates, acquires and retains investments in
ARM assets and does not engage in any other line of business offering any other products or services. The
Company does not originate or acquire investments outside of the United States of America. No single
customer accounts for 10 percent or more of the Company’s total revenues.

A summary of the Company’s significant accounting policies follows:
Basis of presentation and principles of conselidation

The consolidated financial statements include the accounts of TMA, TMD, TMHL, TMCR and TMHL.’s
two wholly-owned special purpose finance subsidiaries, Thornburg Mortgage Funding Corporation I and
Thomburg Mortgage Acceptance Corporation II. TMCR and TMD are wholly-owned qualified REIT
subsidiaries and are consolidated with the Company for financial statement and tax reporting purposes. As
of the close of business on May 31, 2004, TMHL and its subsidiaries made the election to be taxable REIT
subsidiaries and are consolidated with the Company for financial statement purposes but are not
consolidated with the Company for tax reporting purposes from that date forward. All material
intercompany accounts and transactions are eliminated in consolidation. Certain prior period amounts have
been reclassified to conform to current period classifications.

Recently adopted accounting pronouncements

On March 9, 2004, the SEC released SAB 105, “Application of Accounting Principles to Loan
Commitments,” providing guidance on how to account for a commitment to purchase a mortgage loan prior
to funding the loan. SAB 105 requires that these commitments be recorded at fair value with changes in
fair value recognized in current earnings and was intended to eliminate the diversity in industry practice
that existed relating to the accounting for loan commitments. SAB 105 is effective for loan commitments
entered into after March 31, 2004. The Company’s method of accounting for loan commitments is
consistent with the guidance provided by SAB 105.

In December 2003, the Accounting Standards Executive Committee of the American Institute of Certified
Public Accountants issued SOP 03-3, “Accounting for Certain Loans or Debt Securities Acquired in a
Transfer.” SOP 03-3 addresses the accounting for acquired impaired loans, which are loans that show
evidence of having deteriorated in terms of credit quality since their origination. SOP 03-3 is effective for
loans acquired after December 31, 2004. Because the Company acquires loans generally underwritten to
“A quality” standards, the Company does not expect the adoption of SOP 03-3 to have a material effect on
the financial condition, results of operations, or liquidity of the Company.




In June 2004, the FASB issued EITF 03-01, “The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments.” EITF 03-01 requires an investor to determine when an investment is
considered impaired, evaluate whether that impairment is other than temporary, and, if the impairment is
other than temporary, recognize an impairment loss equal to the difference between the investment’s cost
and its fair value. The guidance also includes accounting considerations subsequent to the recognition of
an other-than-temporary impairment and requires certain disclosures about unrealized losses that have not
been recognized as other-than-temporary impairments. The impairment loss recognition and measurement
guidance was to be applicable to other-than-temporary impairment evaluations in reporting periods
beginning after June 15, 2004. In September 2004, the FASB proposed additional guidance related to debt
securities that are impaired because of interest rate and/or sector spread increases, and delayed the effective
date of EITF 03-01. The Company does not expect the adoption of EITF 03-01 to have a material effect on
the financial condition, results of operations, or liquidity of the Company. EITF 03-01 also includes
disclosure requirements for investments in an unrealized loss position for which other-than-temporary
impairments have not been recognized. These disclosures are included in the Company’s Form 10-K
Annual Report for the year ended December 31, 2004 as required by the EITF.

In December 2004, the FASB published SFAS 123(R) entitled “Share-Based Payment.” It requires all
public companies to report share-based compensation expense at the grant date fair value of the related
share-based awards. The Company is required to adopt the provisions of the standard effective for periods
beginning after June 15, 2005. Management believes that the Company’s current method of accounting for
share-based payments is consistent with SFAS 123(R).

Cash and cash equivalents

Cash and cash equivalents include cash on hand and highly liquid investments with original maturities of
three months or less. The carrying amount of cash equivalents approximates their fair value.

Restricted cash

Restricted cash and cash equivalents include cash and highly liquid investments with original maturities of
three months or less that are held by counter-parties as collateral for reverse repurchase agreements, Asset-
backed CP and Hedging Instruments. The carrying amount of restricted cash and cash equivalents
approximates their fair value.

ARM assets

The Company’s ARM assets are comprised of ARM securities and ARM Loans. All of the Company’s
ARM assets are either Traditional ARMs or Hybrid ARMs.

ARM securities are composed mainly of ARM securities purchased from third parties. The Company has
designated all of its ARM securities as available-for-sale. Therefore, they are reported at fair value, with
unrealized gains and losses reported in Accumulated other comprehensive income (loss) as a separate
component of shareholders' equity. Any unrealized loss deemed to be other than temporary is recorded as
a realized loss. Realized gains or losses on the sale of ARM securities are recorded in earnings at the time
of sale and are determined by the difference between net sale proceeds and the amortized cost of the
securities.

Securitized ARM loans are loans originated or acquired by the Company and securitized by the Company
with the Company retaining 100% of the beneficial ownership interests.

ARM loans collateralizing debt obligations are loans the Company has securitized into sequentially rated
classes with the lower rated classes providing credit support for AAA and AA certificates issued to third-
party investors in structured financing arrangements. In accordance with SFAS 140, “Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities”, loan securitizations
resulting in ARM loans collateralizing CDOs are accounted for as secured borrowings under paragraphs
9(a)-9(c) of SFAS 140 because (1) the Company has the unilateral ability to cause the return of transferred
assets and, therefore, has maintained effective control over the transferred assets and (2) the transactions
are completed through SPEs that do not meet the requirements of SFAS 140 to be considered QSPEs.
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ARM loans held for securitization are loans the Company has acquired or originated and are intended to be
securitized and retained by the Company.

ARM Loans are designated as held-for-investment as the Company has the intent and ability to hold them
for the foreseeable future, and until maturity or payoff. ARM Loans are carried at their unpaid principal
balances, including unamortized premium or discount, unamortized loan origination costs, unamortized
deferred loan origination fees and reserve for loan losses. In accordance with SFAS 140, securitized ARM
loans and ARM loans collateralized by CDOs are accounted for as loans and are not considered
investments subject to classification under SFAS 115, “Accounting for Certain Investments in Debt and
Equity Securities.”

Interest income on ARM assets is accrued based on the outstanding principal amount and contractual terms
of the assets. Premiums and discounts associated with the purchase of the ARM assets are amortized into
interest income over the lives of the assets using the effective yield method, adjusted for the effects of
estimated prepayments. Estimating prepayments and estimating the remaining lives of the Company’s
ARM assets requires management judgment, which involves consideration of possible future interest rate
environments and an estimate of how borrowers will behave in those environments. The actual lives could
be longer or shorter than the amount estimated by management. Loan origination fees, net of certain direct
loan origination costs and the cost of securitizing ARM loans, are deferred and amortized as an interest
income yield adjustment over the life of the related loans using the effective yield method.

MSRs

The Company does not purchase or capitalize any MSRs in connection with any loan sale transaction.
MSRs are capitalized upon the securitization of ARM loans as required by GAAP by allocating a portion
of the cost basis of the securitized loans to the estimated value of the servicing asset related to the loans
retained by the Company as collateral in securitizations. MSRs are included in Prepaid expenses and other
on the Consolidated Balance Sheets. The servicing revenue, net of servicing costs and MSR amortization,
is recorded as Servicing income, net on the Consolidated Income Statements, rather than being accounted
for as interest income.

MSRs are carried at the lower of cost or fair value at the risk strata level and are periodically evaluated for
impairment based on fair value, which is determined using a discounted future cash flow model that
considers portfolio characteristics and assumptions regarding prepayment speeds, delinquency rates and
other economic factors. For purposes of evaluating and measuring impairment of MSRs, the Company
stratifies its portfolio on the basis of predominant risk characteristics, including loan type (Traditional
ARM or Hybrid ARM).

MSRs are amortized in proportion to, and over the expected period of, the estimated future net servicing
income. Projected net servicing income is determined by the estimated future balance of the underlying
mortgage loan portfolio, which declines over time from prepayments and scheduled loan amortization.
The Company estimates future prepayment rates based on current interest rate levels, other economic
conditions and market forecasts, as well as relevant characteristics of the servicing portfolio, such as loan
types and recent prepayment experience. Estimating prepayments and estimating the remaining lives of the
Company’s ARM assets requires management judgment, which involves consideration of possible future
interest rate environments and an estimate of how borrowers will behave in those environments. The
actual lives could be longer or shorter than the amount estimated by management.

Credit risk and reserve for loan losses

The Company limits its exposure to credit losses on its portfolio of ARM securities by purchasing ARM
securities that generally have at least an Investment Grade rating at the time of purchase and have some
form of credit enhancement, or are Ginnie Mae, Fannie Mae or Freddie Mac securities. Additionally, the
Company purchases and originates ARM loans or purchases all classes of a third-party ARM loan
securitization (including the classes rated less than Investment Grade). When the Company acquires
classes of securities that are below Investment Grade, the purchase price generally includes a discount for
probable credit losses. This discount, or basis adjustment, is recorded as part of the purchase price of that
security. Based upon management’s use of analytical tools and judgment, a portion of the purchase
discount is subsequently accreted as interest income under the effective yield method while the remaining
portion of the purchase discount is treated as a basis adjustment which reflects the estimated unrealized
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loss on the securities due to credit risk. If management ultimately concludes that the basis adjustments will
not represent realized losses, the balances are accreted into earnings over the remaining life of the security
under the effective yield method. In the event of impairment, the Company revises its estimate of probable
losses and any difference between the initial estimate and the new estimate of losses is recorded in
earnings.

The Company maintains a reserve for loan losses based on management’s estimate of credit losses inherent
in the Company’s portfolio of ARM Loans. The estimation of the reserve is based on a variety of factors
including, but not limited to, current economic conditions, loan portfolio composition, delinquency trends,
credit losses to date on underlying loans and remaining credit protection. If the credit performance of its
ARM Loans is different than expected, the Company adjusts the reserve for loan losses to a level deemed
appropriate by management to provide for estimated losses inherent in its ARM Loan portfolio.
Additionally, once a loan is 90 days or more delinquent, or a borrower declares bankruptcy, the Company
adjusts the value of its accrued interest receivable to what it believes to be collectible and stops accruing
interest on that loan.

Provisions for credit losses do not reduce taxable income and thus do not affect the dividends paid by the
Company to shareholders in the period the provisions are taken. Actual losses realized by the Company do
reduce taxable income in the period the actual loss is realized and would affect the dividends paid to
shareholders for that tax year.

Valuation methods

The fair values of the Company's ARM securities, securitized ARM loans and ARM loans collateralizing
debt obligations are generally based on market prices provided by third-party pricing services or by certain
dealers who make markets in these financial instruments. If the fair value of an ARM security or
securitized ARM loan is not reasonably available from a dealer or a third-party pricing service,
management estimates the fair value based on characteristics of the security that the Company receives
from the issuer and on available market information.

The fair values of ARM loans held for securitization are estimated by the Company using the same pricing
models employed by the Company to determine a price to bid for loans in the open market, taking into
consideration the aggregated characteristics of groups of loans such as, but not limited to, collateral type,
index, interest rate, margin, length of fixed interest rate period, life cap, periodic cap, underwriting
standards, age and credit.

The net unrealized gain or loss on commitments to purchase ARM loans from correspondent lenders and
bulk sellers is calculated using the same methodologies that are used to price the Company’s originated
ARM Loans, adjusted for anticipated fallout for purchase loan commitments that will likely not be funded.
The Company’s net unrealized gain (loss) on purchase loan commitments is recorded as a component of
ARM loans, net on the Consolidated Balance Sheets with the change in fair value recorded in Gain (loss)
on ARM assets and Hedging [nstruments, net on the Consolidated Income Statements.

The fair values of the Company's CDOs, Senior Notes, Swap Agreements and Cap Agreements are based
on market values provided by dealers who are familiar with the terms of these instruments.

The fair value of Eurodollar Transactions is determined on a daily basis by the closing price on the
Chicago Mercantile Exchange.

The fair values reported reflect estimates and may not necessarily be indicative of the amounts the
Company could realize if these instruments were sold. Cash and cash equivalents, restricted cash and cash
equivalents, interest receivable, reverse repurchase agreements, Asset-backed CP, other borrowings and
other liabilities are reflected in the consolidated financial statements at their amortized cost, which
approximates their fair value because of the short-term nature of these instruments.

Hedging Instruments

All of the Company’s Hedging Instruments are carried on the Consolidated Balance Sheets at their fair
value as an asset, if their fair value is positive, or as a liability, if their fair value is negative. In general,
most of the Company’s Hedging Instruments are designated as cash flow hedges, and the effective amount
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of change in the fair value of the derivative instrument is recorded in Accumulated other comprehensive
income (loss) and transferred to earnings as the hedged item affects earnings. The ineffective amount of all
Hedging Instruments is recognized in earnings each quarter. Generally, a hedging strategy is effective if it
achieves offsetting cash flows attributable to the risk being hedged, but if the hedging strategy is not
successful in achieving offsetting cash flows, it is ineffective.

As the Company enters into hedging transactions, it formally documents the relationship between the
Hedging Instruments and the hedged items. The Company has also documented its risk-management
policies, including objectives and strategies, as they relate to its hedging activities. The Company assesses,
both at inception of a hedging activity and on an on-going basis, whether or not the hedging activity is
highly effective. If it is determined that a hedge has been highly effective, but will not be prospectively,
the Company discontinues hedge accounting prospectively.

Hybrid ARM Hedging Instruments

The Company enters into Hybrid ARM Hedging Instruments in order to manage its interest rate exposure
when financing its Hybrid ARM assets. Though the Company generally borrows money based on short-
term interest rates, its Hybrid ARM assets have an initial fixed interest rate period of three to ten years. As
a result, the Company’s existing and forecasted borrowings reprice to a new rate on a more frequent basis
than do the Hybrid ARM assets. Consequently, the Company uses Hybrid ARM Hedging Instruments to
fix the interest rate on its borrowings during the expected fixed interest rate period of the Hybrid ARM
assets such that the combined Duration on its borrowings and Hybrid ARM Hedging Instruments closely
matches the Duration of the Hybrid ARM assets, the difference being Net Duration. The notional balances
of the Hybrid ARM Hedging Instruments generally decline over the life of these instruments
approximating the declining balance of the Hybrid ARM assets being financed.

Swap Agreements and Eurodollar Transactions have the effect of converting the Company’s variable-rate
debt into fixed-rate debt over the life of the Swap Agreements and Eurodollar Transactions. When the
Company enters into a Swap Agreement, it agrees to pay a fixed rate of interest and to receive a variable
interest rate, generally based on LIBOR. The Company also enters into Eurodollar Transactions in order to
fix the interest rate on its forecasted three-month LIBOR-based liabilities. When the Company enters into
a Eurodollar Transaction, it incurs a gain if the applicable interest rate index subsequently rises or a loss if
the applicable interest rate index subsequently declines. The amortization of the gain or loss over the
hedged period when combined with the variable cost of the short-term debt is expected to result in a fixed
interest cost over the life of the Eurodollar Transaction.

The Company also purchases Cap Agreements by incurring a one-time fee or premium. Pursuant to the
terms of the Cap Agreements, the Company will receive cash payments if the interest rate index specified
in any such Cap Agreement increases above contractually specified levels. Therefore, such Cap
Agreements have the effect of capping the interest rate on a portion of the Company’s borrowings so as not
to exceed the level specified by the Cap Agreement. The purchase price of these Cap Agreements is
expensed over the life of the Cap Agreements and the expense increases as the Cap Agreements approach
maturity. Therefore, the expense in future periods is expected to be greater than that experienced currently.

The Company designates its Hybrid ARM Hedging Instruments as cash flow hedges. All changes in the
unrealized gains and losses on Hybrid ARM Hedging Instruments have been recorded in Accumulated
other comprehensive income (loss) and are reclassified to earnings as interest expense when each of the
forecasted financing transactions occurs. If it becomes probable that the forecasted transaction, which in
this case refers to interest payments to be made under the Company’s short-term borrowing agreements or
its debt obligations, will not occur by the end of the originally specified time period as documented at the
inception of the hedging relationship, or within an additional two-month time period thereafter, then the
related gain or loss in Accumulated other comprehensive income (loss) would be reclassified to income.
The carrying value of these Hybrid ARM Hedging Instruments is included in Hedging Instruments on the
Consolidated Balance Sheets.

The unrealized gain/(loss) on Swap Agreements is based on the discounted value of the remaining future
net interest payments expected to be made over the remaining life of the Swap Agreements. Therefore,
over time, as the actual payments are made, the unrealized gain/(loss) in Accumulated other comprehensive
income (loss) and the carrying value of the Swap Agreements adjust to zero and the Company realizes a
fixed cost of money over the life of the Hedging Instrument.
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Pipeline Hedging Instruments

The Company enters into Pipeline Hedging Instruments to manage interest rate risk associated with
commitments to purchase ARM loans. The Company does not currently apply hedge accounting to its
Pipeline Hedging Instruments and, therefore, the change in fair value and the realized gains (losses) on
these Pipeline Hedging Instruments are recorded in current earnings. The net gain (loss) related to Pipeline
Hedging Instruments is reflected in Gain (loss) on ARM assets and Hedging Instruments, net on the
Consolidated Income Statements as an offset to the net gain (loss) recorded for the change in fair value of
the loan commitments.

Long-term incentive awards

The Company has a long-term incentive plan which is more fully described in Note 8. Since inception of
the plan in 2002, the Company has accounted for all awards issued and future awards under the fair value
recognition provisions of SFAS 123, “Accounting for Stock-Based Compensation.” The PSRs issued
under the plan are variable in nature and are settled in cash. The liability for PSRs is measured each period
based on the fair value of the Company’s Common Stock. The effects of changes in the stock price during
the vesting period, generally two to three years, are recognized as expense over the vesting period in
accordance with FIN 28, “Accounting for Stock Appreciation Rights and Other Variable Stock Option or
Award Plans.” Dividend-equivalent payments on vested and unvested PSRs and DERs are recognized as
compensation expense in the period in which they are declared.

Accumulated other comprehensive income (loss)

SFAS 130, “Reporting Comprehensive Income,” divides comprehensive income into net income and other
comprehensive income (loss), which includes unrealized gains and losses on marketable securities defined
as available-for-sale and unrealized gains and losses on derivative financial instruments that qualify for
cash flow hedge accounting under SFAS 133, “Accounting for Derivative Instruments and Hedging
Activities.”

The net unrealized gain on the Company’s ARM Loans of $64.6 million and $7.9 million at December 31,
2004 and 2003, respectively, is not included in Accumulated other comprehensive income (loss) because,
in accordance with GAAP, the ARM Loans are carried at their amortized cost basis.

Income taxes

The Company, excluding TMHL and its subsidiaries, elected to be taxed as a REIT and believes it
complies with the provisions of the Code with respect thereto. Accordingly, the Company will not be
subject to federal income tax on that portion of its income that is distributed to shareholders as long as
certain asset, income and stock ownership tests are met. TMHL and each of its subsidiaries made the
election to be taxable REIT subsidiaries as of the close of business on May 31, 2004 and, as such, are
subject to both federal and state corporate income tax after that date.

Income taxes are provided under the asset and liability method. Deferred tax assets and liabilities are
recognized for the future tax consequences attributable to differences between the financial statement
carrying amounts of existing assets and liabilities and their respective tax bases. Deferred tax assets and
liabilities are measured using enacted rates expected to apply to taxable income in the years in which those
temporary differences are expected to be recovered or settled. The effect on deferred taxes of a change in
tax rates is recognized in income in the period the change occurs. Subject to management’s judgment, a
valuation allowance is established if realization of deferred tax assets is not more likely than not.

Income taxes for the period June 1, 2004 to December 31, 2004 totaled $474,500 and are reflected on the
Consolidated Income Statements. The only difference between the financial statement carrying amount of
existing assets and liabilities and their respective tax bases relates to MSRs capitalized for financial
statement purposes. The related deferred liability is immaterial at December 31, 2004 and is included in
Accrued expenses and other on the Consolidated Balance Sheets.

The Company declared a $0.68 common dividend on December 16, 2004, which was paid in January 2003,
This dividend will be taken as a dividend deduction on the Company’s 2004 income tax return and is
therefore taxable dividend income for common shareholders for 2004.
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Net EPS

Basic EPS amounts are computed by dividing net income (adjusted for dividends declared on preferred
stock) by the weighted average number of common shares outstanding. Diluted EPS amounts assume the
conversion, exercise or issuance of all potential Common Stock instruments, unless the effect is to reduce a
loss or increase the earnings per common share.

Following is information about the computation of the EPS data for the years ended December 31, 2004,
2003 and 2002 (amounts in thousands except per share data):

Income Shares EPS
2004
Net income $ 232,564
Basic and Diluted EPS, income available to
common shareholders $ 232,564 83,001 ¥ 2.80
2003
Net income $ 176,504
Less preferred stock dividends (3,340)
Basic EPS, income available to
common shareholders 173,164 63,485 $ 2.73
Effect of dilutive securities:
Convertible preferred stock 3,340 1,732
Diluted EPS $ 176,504 65,217 $ 2.71
2002
Net income $ 120,016
Less preferred stock dividends (6,679)
Basic EPS, income available to
common shareholders 113,337 43,590 $ 2.60
Effect of dilutive securities:
Convertible preferred stock 6,679 2,760
Diluted EPS $ 120,016 46,350 $ 2.59

The Company did not grant any options to purchase shares of Common Stock during the years ended
December 31, 2004, 2003 or 2002. As of December 31, 2002, all of the previously granted options to
purchase shares of Common Stock had either been exercised, cancelled or had expired.

Use of estimates

The preparation of financial statements in conformity with GAAP requires management to make estimates
and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets
and liabilities at the date of the financial statements and the reported amounts of revenues and expenses
during the reporting period. Actual results could differ from those estimates.




Note 2. ARM Assets

The following tables present the Company’s ARM assets as of December 31, 2004 and 2003 (dollar amouants in

thousands):
ARM loans ARM loans
ARM Securitized collateralizing held for
securities ARM loans debt obligations securitization Total
2004
Principal balance outstanding $ 18,553,951 $§ 2,894,025 $ 6,683,216 $ 464,569 $ 28,595,761
Net unamortized premium 275,592 10,844 39,351 2,095 327,882
Loan loss reserves . - (7,427) (1,757) (250) (9,434
Basis adjustments (6,478) - - - (6,478
Net unrealized gain on purchase loan commitments - - - (193) (193
Principal payment receivable 10,317 2,543 - - 12,860

Amortized cost, net 18,833,382 2,899,985 6,720,810 466,221 28,920,398
Gross unrealized gains 19,832 8,367 90,018 1,062 119,279
Gross unrealized losses (197,169) (32,928) (120) (1,847) (232,064

Fair value $ 18,656,045 $ 2,875,424 $ 6,810,708 § 465,436 $ 28,807,613

Carrying value $ 18,656,045 § 2,899,985 § 6,720,810 $ 466,221 $ 28,743,061

ARM loans  ARM loans
ARM Securitized collateralizing held for
securities ARM loans debt obligations securitization Total
2003

Principal balance outstanding $ 11,368,988 $ 3,664,183 $ 3,130,008 $ 494271 $ 18,657,450
Net unamortized premium 183,559 23,561 18,036 2,435
Loan loss reserves - (6,660) (1,083) 250)
Basis adjustments (3,395) - - -
Net unrealized gain on purchase loan commitments - - - 542
Principal payment receivable 14,306 6,382 - -

Amortized cost, net 11,563,458 3,687,466 3,146,961 496.998 18,894,883
Gross unrealized gains 40,373 28,988 6,249 1,158 76,768
Gross unrealized losses (83,090) (13,034) (14,576) (885) (111,585

Fair value $ 11,520,741 $ 3,703,420 $ 3,138,634 § 497271 § 18,860,066

Carrying value $ 11,520,741 $ 3,687,466 $ 3,146,961 $ 496,998 § 18,852,166

During 2004, the Company recorded a net gain on ARM assets and Hedging Instruments of $11.6 million. This
gain consists of a $13.1 million gain on the sale of $1.4 billion of ARM assets, a $3.3 million realized gain on
the termination of Swap Agreements and a net gain of $49,000 on Pipeline Hedging Instruments, partially
offset by a net loss of $4.9 million on commitments to purchase loans from correspondent lenders and bulk
sellers. The Swap Agreements were terminated because it is probable that the original forecasted liabilities they
were hedging will not occur During 2003, the Company recorded $6.0 million in gains related to ARM assets.
This gain consists of a $2.7 million net release of previously recorded credit losses, a $910,000 gain upon the
maturity of a collateralized bond obligation, a $1.5 million gain on the sale of $299.2 million of ARM assets
sold and a net unrealized gain of $905,000 on loans expected to be purchased from correspondent lenders and
bulk sellers at December 31, 2003.

During 2004, the Company securitized $4.6 billion of its ARM loans into a series of private-label multi-class
ARM securities. The Company retained $110.9 million of the securities created for its securitized ARM loan
portfolio and placed $4.5 billion of the securities with third-party investors, thereby providing long-term
collateralized financing for the Company’s assets. Of the securities retained by the Company, $86.0 million
were rated Investment Grade and $24.9 million were rated less than Investment Grade. These securities and
interest-only subordinate certificates retained by the Company provide credit support to the securitizations. The
Company did not account for these securitizations as sales and, therefore, did not record any gain or loss in
connection with the securitizations. As of December 31, 2004, the Company had $9.6 billion of ARM assets as
a result of the Company’s securitization efforts.
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MSRs capitalized upon the securitization of $4.6 billion and $6.1 billion of ARM loans during 2004 and 2003,
respectively, totaled $16.4 million and $9.4 million, respectively. MSRs of $20.6 million, net of amortization
during 2004 of $4.4 million, and $8.6 million, net of amortization during 2003 of $136,000, are included in
Prepaid Expenses and Other on the Consolidated Balance Sheets at December 31, 2004 and 2003, respectively.
At December 31, 2004 and 2003, the fair value of the MSRs in each risk stratum exceeded their cost basis.

As of December 31, 2004 and 2003, the Company had basis adjustments of $6.5 million and $3.4 million,
respectively, on its ARM securities due to estimated credit losses (other than temporary declines in fair value)
related to ARM securities purchased at a discount. As part of its purchase price, the Company recorded basis
adjustments of $3.9 million related to ARM securities purchased during 2004 on which the Company had first
loss credit exposure. These securities were purchased as part of the $3.0 billion of third-party loan
securitizations in which the Company purchased all classes of the securitizations, including the subordinated
classes.

During 2004, the Company recorded loan loss provisions totaling $1.4 million to reserve for estimated credit
losses on ARM Loans bringing its total loan loss reserves to $9.4 million. During 2003, the Company recorded
loan loss provisions totaling $3.1 million for a total loan loss reserve of $8.0 million at December 31, 2003.

The following table shows the gross unrealized losses and fair value of ARM securities, aggregated by credit

rating and length of time that the 462 individual securities have been in a continuous unrealized loss position, at
December 31, 2004 (dollar amounts in thousands):

Unrealized Losses on ARM Securities as of December 31, 2004

Less Than 12 Months 12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Loss Value Loss Value Loss
Agency Securities $ 1,479,430 § (7,519) $ 224352 § (3,750) $ 1,703,782 § (11,269)
AAA/Aaa Rating 11,630,692 (129,360) 1,500,731 (45,187) 13,131,423 (174,547)
AA/Aa Rating 96,933 (1,109) 35,193 (8,378) 132,126 (9,487)
A Rating 40,313 (498) 2,173 (78) 42,486 (576)
BBB/Baa Rating 20,809 (346) 5,530 (752) 26,339 (1,098)
BB/Ba Rating and
Below 11,574 (176) 1,222 (15) 12,796 (191)
Total $ 13,279,751 § (139,008) $ 1,769,201 $ (58,160) § 15,048,952 § (197,168)

The unrealized losses in the above table are temporary impairments due to changes in market interest rates and,
based upon review of credit ratings, delinquency data and other information, are not reflective of credit
deterioration. As the Company has the ability and intent to hold its ARM securities until recovery, losses are
not considered to be other than temporary impairments. As presented in Note 7, during the year ended
December 31, 2004, the net unrealized loss of $43.3 million on ARM securities increased by $134.0 million to
a net unrealized loss of $177.3 million. During the same period, the net unrealized loss on Hedging
Instruments of $99.5 million improved by $186.1 million to a net unrealized gain of $86.6 million, for a
combined decrease in the net unrealized loss on ARM securities and Hedging Instruments of $52.1 million.
While the Company’s ARM securities are designated as available-for-sale, the Company does not typically sell
its ARM securities and therefore does not expect to realize these gross unrealized losses.

F-17




The Company has credit exposure on its ARM Loans. The following tables summarize ARM Loan
delinquency information as of December 31, 2004 and 2003 (dollar amounts in thousands):

2004
Percent
Loan Loan of ARM Percent of
Delinquency Status Count Balance Loans Total Assets
60 to 89 days 1 $ 5,000 0.05% 0.02%
90 days or more 2 517 0.01 0.00
In foreclosure 5 2.165 0.02 0.01
8 $ 7.682 0.08% 0.03%
2003
Percent
Loan Loan of ARM Percent of
Delinquency Status Count Balance Loans Total Assets
60 to 89 days 0 $ - 0.00% 0.00%
90 days or more 0 - 0.00 0.00
In foreclosure 12 3,501 0.05 0.02
12 $ 3,501 0.05% 0.02%

As of December 31, 2004, the Company owned two real estate properties as a result of foreclosing on
delinquent loans in the aggregate amount of $268,000 (not included in the table above.) The Company believes
that its current level of loan loss reserves is adequate to cover estimated losses from these loans as well as
losses inherent in the ARM loan portfolio at December 31, 2004.

As of December 31, 2004, the Company had commitments to purchase or originate the following amounts of
ARM assets (dollar amounts in thousands):

ARM securities — private high quality $ 449,042
ARM securities — other 2,908
ARM loans — correspondent originations 684,232
ARM loans — direct originations 61.831

$ _1,198,013

The Company has entered into transactions whereby the Company expects to acquire the remaining balance of
certain AAA-rated Hybrid ARM securities, at a price of par, between 2006 and 2008, when the fixed-rate
period of the Hybrid ARM securities terminates and the securities convert into Traditional ARM securities with
characteristics similar to the Traditional ARM securities held in the current portfolio. The Company views
these transactions as an alternative source of Traditional ARM assets. At December 31, 2004, the balance of
the Hybrid ARM securities was approximately $1.4 billion, but is expected to be less than 35% of that, and
could be zero, at the time they convert into Traditional ARM securities. [f the Company decides not to acquire
the Hybrid ARM securities when they convert into Traditional ARM securities, then it is committed to pay or
receive the difference between par and the fair value of the Traditional ARM securities at that time, as
determined by an auction of the Traditional ARM securities. As of December 31, 2004, the Company had
delivered ARM assets with a carrying value of $5.9 million and $3.2 million in cash as collateral in connection
with these transactions.

Note 3. Hedging Instruments
Hybrid ARM Hedging Instruments

As of December 31, 2004 and 2003, the Company was counterparty to Hybrid ARM Hedging Instruments that
consist of Swap Agreements and Eurodollar Transactions having aggregate notional balances of $19.6 billion
and $12.5 billion, respectively. In addition, as of December 31, 2004, the Company had entered into delayed
Swap Agreements with notional balances totaling $1.4 billion that become effective in the first quarter of 2005
and are also accounted for as cash flow hedges as of December 31, 2004. These delayed Swap Agreements
have been entered into to hedge the financing of the Company’s ARM asset purchase commitments at
December 31, 2004. As of December 31, 2004, these Swap Agreements and Eurodollar Transactions had a
weighted average maturity of 2.9 years. In accordance with the Swap Agreements, the Company will pay a
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fixed rate of interest during the term of these Swap Agreements and receive a payment that varies monthly with
the one-month LIBOR rate. The combined weighted average fixed rate payable on the Swap Agreements and
Eurodollar Transactions was 3.04% and 3.02% at December 31, 2004 and 2003, respectively. As of December
31, 2004, ARM assets with a carrying value of $2.2 million, including accrued interest, collateralized the Swap
Agreements. The Company held cash collateral from Swap Agreement counterparties totaling $17.7 million at
December 31, 2004,

The net unrealized gain on Swap Agreements at December 31, 2004 of $108.1 million included Swap
Agreements with gross unrealized gains of $129.4 million and gross unrealized losses of $21.3 million and is
included in Hedging Instruments on the Consolidated Balance Sheets. As of December 31, 2003, the net
unrealized loss of $85.5 million included Swap Agreements with gross unrealized gains of $14.9 million and
gross unrealized losses of $100.4 million. As of December 31, 2004, the net unrealized gain on Swap
Agreements and deferred gains and losses on Eurodollar Transactions recorded in Accumulated other
comprehensive income (loss) was a net gain of $107.8 million. The Company estimates that over the next
twelve months, $82.3 million of these net unrealized gains will be reclassified from Accumulated other
comprehensive income (loss) to interest income.

As of December 31, 2004 and December 31, 2003, the Company’s Cap Agreements used to manage its interest
rate risk exposure on the financing of the Hybrid ARM loans collateralizing the Company’s CDOs had
remaining notional amounts of $1.3 billion and $1.6 billion, respectively. The Company has also entered into
Cap Agreements that have start dates ranging from 2006 to 2010. The notional balance at the start date will be
the lesser of the scheduled amount of $371.1 million or the balance of Hybrid ARM loans associated with these
Cap Agreements. The fair value of all of these Cap Agreements at December 31, 2004 and December 31, 2003
was $14.8 million and $25.4 million, respectively, and is included in Hedging Instruments on the Consolidated
Balance Sheets. As of December 31, 2004 and 2003, the unrealized loss on these Cap Agreements of $21.1
million and $6.3 million, respectively, is included in Accumulated other comprehensive income (loss). In the
twelve month period following December 31, 2004, $933,000 of this unrealized loss is expected to be realized.
Pursuant to the terms of these Cap Agreements and subject to future prepayment behavior, the notional amount
of the Cap Agreements declines such that it is expected to equal the balance of the Hybrid ARM loans
collateralizing the Company’s CDOs. Under these Cap Agreements, the Company will receive cash payments
should the one-month LIBOR increase above the contract rates of these Hedging Instruments, which range
from 3.25% to 11.50% and average 5.14%. The Cap Agreements had an average maturity of 3.9 years as of
December 31, 2004 and will expire between 2006 and 2013.

The Company hedges the funding of its Hybrid ARM assets such that the Net Duration is less than one year.
At December 31, 2004, the financing and hedging of the Company’s Hybrid ARM assets resulted in a Net
Duration of approximately 1.7 months while the financing and hedging of all of the Company’s ARM assets
also resulted in a net duration of approximately 1.7 months. This suggests a very low degree of portfolio price
change given small changes in interest rates, and implies that the Company’s cash flow and earning
characteristics should be relatively stable as interest rates change.

Interest expense for the years ended December 31, 2004, 2003 and 2002 includes net payments on Hybrid
ARM Hedging Instruments of $238.5 million, $158.1 million and $89.0 million, respectively.

Pipelire Hedging Instruments

The fair value of the Pipeline Hedging Instruments at December 31, 2004 and 2003 was a net unrealized loss of
$2.0 million and $953,000, respectively, and is included in Hedging Instruments on the Consolidated Balance
Sheets. Pipeline Hedging Instruments had a remaining notional balance of $688.0 million and $283.0 million at
December 31, 2004 and 2003, respectively. During the years ended December 31, 2004 and 2003, the
Company recognized a $49,000 gain and a $1.4 million loss, respectively, on Pipeline Hedging Instruments,
which is included in Gain on ARM assets and Hedging Instruments, net, in the Company’s Consolidated
Income Statements and partially offset the $4.9 million loss and $497,000 gain recorded on loan commitments
in 2004 and 2003, respectively, pursuant to SFAS 149.

Concentration of Credit Risk

In general, the Company is exposed to counterparty credit risk to the extent that the counterparties to the
Hedging Instruments do not perform their contractual obligations. If one of the counterparties does not
perform, the Company may not receive the payments to which it would otherwise be entitled. In order to
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mitigate this risk, each counterparty must be approved by the Company’s Board of Directors and the Company,
in general, has established two-way collateral agreements with each counterparty in order to offset its credit
exposure, with the exception of those counterparties to Hedging Instruments related to outstanding Thornburg
Mortgage Securities Trusts. Furthermore, the Company enters into Hedging Instruments with a variety of
different counterparties in order to diversify its credit risk exposure.

Note 4. Borrowings
Reverse Repurchase Agreements

The Company has arrangements to enter into reverse repurchase agreements, a form of collateralized short-term
borrowing, with 23 different financial institutions, and as of December 31, 2004, had borrowed funds from 14
of these firms. Because the Company borrows money under these agreements based on the fair value of its
ARM assets, and because changes in interest rates can negatively impact the valuation of ARM assets, the
Company's borrowing ability under these agreements could be limited and lenders could initiate margin calls in
the event interest rates change or the value of the Company’s ARM assets declines for other reasons.

As of December 31, 2004, the Company had $14.2 billion of reverse repurchase agreements outstanding with a
weighted average borrowing rate of 2.49% and a weighted average remaining maturity of 3.6 months. As of
December 31, 2003, the Company had $13.9 billion of reverse repurchase agreements outstanding with a
weighted average borrowing rate of 1.25% and a weighted average remaining maturity of 4.9 months. As of
December 31, 2004, $13.2 billion of the Company's borrowings were variable-rate term reverse repurchase
agreements with original maturities that range from two to eighteen months. The interest rates of these term
reverse repurchase agreements are indexed to either the one- or three-month LIBOR rate and reprice
accordingly. ARM assets with a carrying value of $15.1 billion, including accrued interest, and cash totaling
$14.0 million, collateralized the reverse repurchase agreements at December 31, 2004.

At December 31, 2004, the reverse repurchase agreements had the following remaining maturities and weighted
average interest rates (dollar amounts in thousands):

Weighted Average
Amount Interest Rate
Within 30 days $§ 2,311,256 242 %
31 to 89 days 2,748,156 2.47
90 to 365 days 9,189,527 2.51
$ 14,248,939 2.49 %

Asset-backed CP

On June 30, 2004, the Company established a new $5 billion Asset-backed CP facility, which provides an
alternative way to finance the Company’s high quality ARM securities portfolio. The Company issues Asset-
backed CP to investors in the form of secured liquidity notes that are recorded as borrowings on the Company’s
Consolidated Balance Sheets and are rated P-1 by Moody’s Investors Service and F1+ by Fitch Ratings. As of
December 31, 2004, the Company had $4.9 billion of Asset-backed CP outstanding with a weighted average
interest rate of 2.41%, maturity dates ranging from 3 to 49 days and a weighted average remaining maturity of
16 days.

As of December 31, 2004, these notes were collateralized by AAA-rated MBS from the Company’s ARM
securities portfolio with a carrying value of $5.2 billion, including accrued interest.

CDOs

During 2004, $4.6 billion of ARM loans from the Company’s ARM loan portfolio were transferred to various
Thomburg Mortgage Securities Trusts and were securitized. In these transactions, the Company, through its
securities underwriters issned AAA and AA-rated floating-rate pass-through certificates totaling $3.0 billion
and AAA and AA-rated fixed-rate pass-through certificates totaling $1.5 billion to third-party investors and the
Company retained the subordinated certificates, which provide credit support to the certificates issued to third
parties. The interest rates on the floating-rate pass-through certificates reset monthly and are indexed to the
one-month LIBOR rate. The interest rates on the fixed-rate pass-through certificates are based on the weighted
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average pass-through rate of the pool of underlying Hybrid ARM loans which have initial fixed-rate terms
ranging from three to ten years and then convert to Traditional ARM loans. In connection with the issuance of
these CDOs, the Company incurred costs of $15.7 million, which were deducted from the proceeds of the
transactions and are being amortized over the expected life of the CDOs. These transactions were accounted
for as financing of loans and represent permanent financing that is not subject to margin calls.

All of the Company’s CDOs are secured by its ARM loans. For financial reporting and tax purposes, the ARM
loans held as collateral are recorded as assets of the Company and the CDOs are recorded as the Company’s
debt. In some transactions, Hedging Instruments are held by the trusts and recorded as assets or liabilities of
the Company. The Hedging [nstruments either fix the interest rate of the pass-through certificates or cap the
interest rate exposure on these transactions. As of December 31, 2004, the foliowing CDOs were outstanding
(dollar amounts in thousands):

Effective

Principal Interest

Description Balance Rate (1)
Floating-rate financing (2} $ 3,337,365 2.93%
Fixed-rate financing 3,286,276 4.15%
Total $ 6,623,641 3.53%

(1) Effective interest rate includes the impact of issuance costs and Hedging Instruments.
(2) Includes financing hedged with Cap Agreements with a notional balance of $1.3 billion and a weighted
average strike price of 5.14% as of December 31, 2004,

As of December 31, 2004, the CDOs were collateralized by ARM loans with a principal balance of $6.7 billion.
The debt matures between 2033 and 2044 and is callable by the Company at par once the total balance of the
loans collateralizing the debt is reduced to 20% of their original balance. The balance of this debt is reduced as
the underlying loan collateral is paid down and is expected to have an average life of approximately four years.

Whole Loanr Financing Facilities

As of December 31, 2004, the Company had four whole loan financing facilities. The interest rates on these
facilities are indexed to one-month LIBOR and reprice accordingly. These facilities had a total committed
borrowing capacity of $1.5 billion and an uncommitted capacity of $500 million at December 31, 2004, and
expire between January 2005 and January 2006. The Company expects to renew these facilities. In January
2005, one of these facilities was renewed as an uncommitted facility bringing the total committed borrowing
capacity to $900 million and the uncommitted capacity to $650 million. As of December 31, 2004, the
Company had $285.6 million borrowed against these whole loan financing facilities at an effective cost of
3.36%. As of December 31, 2003, the Company had $369.3 million borrowed against whole loan financing
facilities at an effective cost of 2.32%. The amount borrowed on the whole loan financing facilities at
December 31, 2004 was collateralized by ARM loans with a carrying value of $292.5 million, including
accrued interest. These facilities have covenants that are standard for industry practice and the Company was
in compliance with all such covenants at December 31, 2004.

One of the whole loan financing facilities discussed above (with a committed borrowing capacity of $300
million and maturing in March 2005), is a securitization transaction in which the Company transfers groups of
whole loans to a wholly-owned special purpose subsidiary. The subsidiary, in turn, simultaneously transfers its
interest in the loans to a trust, which issues beneficial interests in the loans in the form of a note and a
subordinated certificate. The note is then used to collateralize borrowings. This whole loan financing facility is
similar to a secured line of credit whereby the Company can deliver loans into the facility and take loans out of
the facility at the Company’s discretion, subject to the terms and conditions of the facility. This securitization
transaction is accounted for as a secured borrowing.

Senior Notes

In 2003, the Company issued $255.0 million in Senior Notes. On November 26, 2004, the Company completed
an add-on public offering of $50.0 million of Senior Notes issued at a premium price of 107.15%, which
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resulted in an effective cost of 6.8%, including the impact of issuance costs. The Senior Notes bear interest at
8.0%, payable each May 15 and November 15, and mature on May 15, 2013. The Senior Notes are redeemable
at a declining premium, in whole or in part, beginning on May 15, 2008, and at par beginning on May 15, 2011.
The Senior Notes may also be redeemed under limited circumstances on or before May 15, 2006. In
connection with the issuance of the Senior Notes, the Company incurred costs of $5.4 million, which are being
amortized to interest expense over the expected life of the Senior Notes. The Company received a premium of
$3.6 million related to the November 26, 2004 add-on public offering, which is being amortized over the
remaining expected life of the Senior Notes. At December 31, 2004, the balance of the Senior Notes
outstanding, net of unamortized issuance costs and premium, was $304.2 million and had an effective cost of
8.06%, which reduced the effect of issuance cost and premium received at issuance.

The Company's Senior Note obligations contain both financial and non-financial covenants. Significant
financial covenants include limitations on the Company's ability to incur indebtedness beyond specified levels,
restrictions on the Company's ability to incur liens on assets and limitations on the amount and type of restricted
payments, such as repurchases of its own equity securities, that the Company makes. As of December 31,
2004, the Company was in compliance with all financial and non-financial covenants on its Senior Note
obligations.

Other

The total cash paid for interest was $612.2 million, $340.1 million and $236.5 million for 2004, 2003 and 2002
respectively.

Contractual Obligations

As of December 31, 2004, the Company had the following contractual obligations (dollar amounts in

thousands):
Payments Due by Period
Less than 1 More than
Total year 1 -3 years 3 -5 years S years

Reverse repurchase agreements  $  14,248.939 $§  14,24893% § - 9 - 3 -
Asset-backed CP 4,905,000 4,905,000 - - -
CDOs (1) 6,623,641 11,352 27,601 58,465 6,526,223
Whole loan financing facilities 285,555 285,555 - - -
Senior Notes 304,173 - : - - 304,173
Payable for assets purchased 815,915 815,915 - - -
Total (2) $ 27,183,223 $ 20,266,761 $ 27,601 § 58,465 § 6,830,396

(1) Maturities of the Company’s CDOs are dependent upon cash flows received from the underlying loans
receivable. The estimate of their repayment is based on scheduled principal payments on the underlying
loans receivable. This estimate will differ from actual amounts to the extent prepayments and/or loan losses
are experienced.

(2) The Consolidated Balance Sheets include a liability for Hedging Instruments with negative market values,
which are not reflected in this table.
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Note 5. Fair Value of Financial Instruments and Off-Balance Sheet Credit Risk

The following table presents the carrying amounts and estimated fair values of the Company's financial
instruments at December 31, 2004 and 2003 (dollar amounts in thousands):

December 31, 2004 December 31, 2003
Carrying Fair Carrying Fair
Amount Value Amount Value
Assets;
ARM securities $ 18,656,045 § 18,656,045 $ 11,520,741 $ 11,520,741
Securitized ARM loans 2,899,985 2,875,424 3,687,466 3,703,420
ARM loans collateralizing CDOs 6,720,810 6,810,708 3,146,961 3,138,634
ARM loans held for securitization 466,221 465,436 496,998 497,271
Hedging Instruments 144,230 144,230 40,356 40,356
Liabilities:
Reverse repurchase agreements 14,248,939 14,248 939 13,926,858 13,926,858
Asset-backed CP 4,905,000 4,905,000 - -
CDOs 6,623,641 6,640,932 3,114,047 3,134,560
Whole loan financing facilities 285,555 285,555 369,343 369,343
Senior Notes 304,173 324,825 251,080 267,750
Hedging Instruments 26,027 26,027 113,518 113,518

As of December 31, 2004, the Company had no off-balance sheet credit risk.
Note 6. Commeon and Preferred Stock

In February 2004, the Company completed a public offering of 4,000,000 shares of Common Stock and
received net proceeds of $110.1 million. In 2003, the Company completed public offerings of 7,473,500 shares
of Common Stock for net proceeds of $170.5 million.

During 2004 and 2003, the Company issued 7,093,000 and 5,906,968 shares, respectively, of Common Stock
through at-market transactions and received net proceeds of $198.0 million and $143.0 million, respectively,
under controlled equity offering programs.

During 2004 and 2003, the Company issued 6,826,010 and 5,081,457 shares, respectively, of Common Stock
under the DRSPP and received net proceeds of $187.8 million and $118.6 million, respectively.

As of December 31, 2004, $398.0 million of the Company’s registered securities remained available for future
issuance and sale under its shelf registration statement, declared effective on January 21, 2004.

On August 18, 2003, the Company redeemed all 2,760,000 shares of Series A 9.68% Cumulative Convertible
Preferred Stock, (“Series A Preferred Stock™), by converting each share of Series A Preferred Stock to one
share of Common Stock.

For federal income tax purposes, all dividends are expected to be ordinary income to the Company’s common
shareholders, subject to year-end allocations of the dividend between ordinary income, capital gain income and
non-taxable income as return of capital, depending on the amount and character of the Company’s full year
taxable income.
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Note 7. Comprehensive Income (Loss)

Comprehensive income (loss) is composed of net income and OCI, which includes the change in unrealized
gains and losses on available-for-sale ARM securities and Hedging Instruments designated as cash flow
hedges. The following table presents OCI balances (dollar amounts in thousands):

Unrealized
gains Accumulated
Unrealized (losses) Other
gains (losses) on Hedging Comprehensive
on ARM securities Instruments Income

Balance, December 31, 2001 $ (7,035) 8 (29,531) $ (36,566)
Net change 50,524 (119,212) (68,688)
Balance, December 31, 2002 43,489 (148,743) (105,254)
Net change (86,803) 49,279 (37,524)
Balance, December 31, 2003 (43,314) (99,464) (142,778)
Net change (134,023) 186,086 52,063
Balance, December 31, 2004 $ (177,337) $ 86,622 $ (90,715)

The following table (dollar amounts in thousands) presents the changes for net unrealized holdings gains
(losses) and reclassification adjustments in unrealized gain and losses on available-for-sale ARM securities and
Hedging Instruments. Reclassification adjustments include amounts recognized in net income during the
current year that had been previously recorded in OCI.

Year ended December 31,

2004 2003 2002

Unrealized gains (losses) on ARM securities:
Net unrealized holdings gains (losses)

arising during the period § (121,524) $ (84,969) § 55,748
Reclassification adjustment for net

gains included in income (12,499) (1,834) (5,224)
Net change $ (134,023) $ {86,803) 3 50,524
Unrealized gains (losses) on Hedging

Instruments:
Net unrealized holdings losses

arising during the period $ (53,184) $  (116,842) $  (211,952)
Reclassification adjustment for net

losses included in income 239,270 166,121 92,740
Net change § 186,086 $ 49,279 & (119,212)

Note 8. Long-Term Incentive Awards

The Company’s Board of Directors adopted the Plan, effective September 29, 2002. The Board of Directors
further amended the Plan in January 2003 to exclude the authorization of stock options. The amended Plan
authorizes the Company’s Compensation Committee to grant DERs, SARs and PSRs.

Under the Plan, management directors, executive officers and key management employees of the Manager
receive an aggregate grant of PSRs equivalent to the value of options to purchase Common Stock, based on
values as calculated by a Black Scholes option model, for that number of shares equal to 3% of new common
shares sold to the public. Prior to April 1, 2003, these individuals had also received an aggregate grant of
DERs equal to 2.25% of new common shares sold to the public. The Compensation Committee allocates the
aggregate awards of PSRs and DERs among the eligible individuals. In March 2003, the Compensation
Committee voted to discontinue granting additional DERs to these individuals for new common shares sold to
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the public after March 31, 2003. The Compensation Committee also has the discretion to grant additional
DERs, PSRs and SARs to these individuals under the Plan.

The PSRs vest over either a two or three-year period, determined by the Compensation Committee at the time
of grant, at a rate of one-half or one-third at the end of each year, respectively. Dividends are paid on vested
and non-vested PSRs granted on or before October 20, 2003 and can be paid in the form of cash or additional
PSRs equal to the cash dividend value. At the October 20, 2003 Board of Directors meeting, the Board of
Directors decided that unless otherwise approved, PSRs granted after October 20, 2003 would not earn a
dividend until they are vested.

Restricted shares of Common Stock had been granted under the Company’s previous Stock Option and
Incentive Plan pursuant to the direction of the Stock Option Committee (now renamed as the Compensation
Committee) and approval of the Board of Directors. Restricted shares of Common Stock had generally been
granted in lieu of incentive stock options and nonstatutory stock options. The Board of Directors determined a
vesting period for the restricted shares granted (generally three years). In general, a portion of the restricted
shares vested at the end of each year of the vesting period and the shares participated in the common dividends
declared during the vesting period. The Company had been expensing the value of the restricted shares over
the vesting period, based on their value as of the date of grant. In April 2002, the Company’s Board of
Directors cancelled all previously granted restricted shares of Common Stock and replaced them with PSRs of
equal value. The replacement PSRs vest over the original vesting period of the cancelled restricted shares.

In April 2002, the Company’s Board of Directors, based on a recommendation from the Compensation
Committee, granted 72,105 PSRs to replace 578,303 stock options that had been cancelled in January 2002.

As of December 31, 2004, there were 1,521,897 DERs outstanding all of which were vested, and 917,740 PSRs
outstanding, of which 778,347 were vested. The Company recorded an expense associated with DERs and
PSRs of $9.8 miilion, $9.9 million and $4.1 million for the years ended December 31, 2004, 2003 and 2002,
respectively. Of the expense recorded in 2004, $5.8 million was the amount of dividend equivalents paid on
DERs and PSRs, $2.0 million was the amortization of unvested PSRs and $2.0 miilion was the impact of the
increase in the Common Stock price on the value of the PSRs which was recorded as a fair value adjustment.

Notes receivable from stock sales arose from the Company financing a portion of the purchase of shares of
Common Stock by directors, officers and employees through the exercise of stock options. The notes were full
recourse promissory notes and were secured by a pledge of the shares of the Common Stock acquired. All of
these notes were made prior to the enactment of the Sarbanes-Oxley Act of 2002. As of December 31, 2003,
all of the notes receivables related to stock sales had been repaid to the Company.

In April 2002, the Board of Directors approved a limited stock repurchase program for the repurchase at current
market value of shares of Common Stock. The repurchase of shares is limited to those shares that directors of
the Company and employees of the Manager previously acquired upon the exercise of stock options and is
subject to the approval of the Compensation Committee. Current market value is defined by the program as the
closing market price on the day of repurchase. As of December 31, 2004, no shares have been repurchased
under this program.

Note 9. Transactions with Affiliates

The Company is managed externally by the Manager under the terms of the Management Agreement. The
Management Agreement was amended effective July 1, 2004. The term of the amended Management
Agreement was extended to July 2014 and the formulas used to calculate the base management and
performance-based incentive fees earned under the Management Agreement were revised such that the fees
earned by the Manager will be reduced from what they would have been under the previous formuias.
Specifically, the previous annual base management fee formula provided that the Manager earned 1.23% on the
first $300 million of Average Historical Equity, plus 0.90% on Average Historical Equity above $300 million,
subject to adjustment based on changes to the Consumer Price Index. The amended Management Agreement
continues this structure but limits the fee earned on Average Historical Equity over $1.5 billion to 0.80% with
the fee decreasing an additional 0.05% for each additional $0.5 billion in Average Historical Equity thereafter
until reaching & fee of 0.65% on any Average Historical Equity greater than $3.0 billion. These percentages are
subject to adjustment each July based on changes to the Consumer Price Index over the prior twelve month
period.
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The previous formula used to calculate the performance fee provided that the Manager earned 20% of the
Company’s annualized net income, before performance-based compensation, above an annualized Return on
Equity equal to the Ten Year U.S. Treasury Rate plus 1%. The amended Management Agreement continues
this structure but provides that once the Manager has earned a performance fee of $30 million, the performance
fee percentage of 20% is reduced by 1% for each additional $5 million earned in performance fees until
reaching a performance fee percentage of 15% for any amount greater than $50 million.

The Management Agreement provides for an annual review of the Manager’s performance under the
Management Agreement by the independent directors of the Board of Directors. In addition, the Board of
Directors reviews the Company’s financial results, policy compliance and strategic direction on a quarterly
basis. If the Company terminated the Management Agreement for a reason other than for cause, a substantial
cancellation fee would be activated.

During the years ended December 31, 2004, 2003 and 2002, the Company reimbursed the Manager $8.9
million, $6.5 million and $3.5 million for expenses, respectively, in accordance with the terms of the
Management Agreement. As of December 31, 2004 and 2003, $488,000 and $422,000, respectively, was
payable by the Company to the Manager for these reimbursable expenses.

For the years ended December 31, 2004, 2003 and 2002, the Company incurred base management fees of $16.2
million, $11.5 million and $7.8 million, respectively, in accordance with the terms of the Management
Agreement. As of December 31, 2004 and 2003, $1.5 million and $1.1 million, respectively, was payable by
the Company to the Manager for the base management fee.

For the years ended December 31, 2004, 2003 and 2002, the Manager earned performance-based compensation
in the amount of $34.6 million, $27.9 million and $17.5 million, respectively. As of December 31, 2004 and
2003, $9.3 million and $7.6 million, respectively, was payable by the Company to the Manager for
performance-based compensation.

Pursuant to an employee residential mortgage loan program approved by the Board of Directors as part of the
Company’s residential loan mortgage origination activities, certain of the directors, officers and employees of
the Company and of other affiliates of the Company have obtained residential first lien mortgage loans from the
Company. In general, the terms of the loans and the underwriting requirements are identical to the loan
programs that the Company offers to unaffiliated third parties, except that participants in the program qualify
for an employee discount on the interest rate. At the time each participant enters into a loan agreement, such
participant executes an addendum that provides for the discount on the interest rate that is subject to
cancellation at the time such participant’s employment is terminated for any reason. Effective with the
enactment of the Sarbanes-Oxley Act of 2002 on July 30, 2002, any new loans made to directors or executive
officers are not eligible for the employee discount. As of December 31, 2004, the aggregate balance of
mortgage loans outstanding to directors and officers of the Company, employees of the Manager and other
affiliates amounted to $39.1 million, had a weighted average interest rate of 3.92%, and maturities ranging
between 2030 and 2035.
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Note 10. Summarized Quarterly Results (Unaudited)

The following is a presentation of the quarterly results of operations (amounts in thousands, except per share amounts):

Year Ended December 31, 2004

Fourth Third Second First
Quarter Quarter Quarter Quarter
Interest income from ARM assets and cash $ 276,711 § 240,051 § 217487 § 195,813
Interest expense on berrowed funds (198,168) {(168,098) (143,435) {126,093)
Net interest income 78,543 71,953 74,052 69,720
Servicing income, net 1,800 1,702 1,370 822
Gain (loss) on ARM assets and Hedging Instruments, 4,015 4,907 (896) 3,544
net
Hedging expense (150) (149) (149) (158)
Provision for credit losses (291) (322) (391) (432)
Management fee (4,423) (4,184) (3,936) (3,627)
Performance fee (9,280) (8,517) (8,480) (8,334)
G & A expenses (6,466) (7,361) (3,671) (8,172)
Income taxes (475) - - -
Net income available to common shareholders $ 63,273 % 58,029 § 57,899 § 53,363
Basic and diluted EPS $ 071 $ 069 § 071 § 0.70
Average number of common shares
outstanding — Basic and diluted 89,271 84,643 81,373 76,631
Year Ended December 31, 2003
Fourth Third Second First
Quarter Quarter Quarter Quarter
Interest income from ARM assets and cash $ 178,356 $ 151,166 §$ 136,897 $ 123,196
Interest expense on borrowed funds (111,073) (91,261) (82,166) (71,162)
Net interest income 67,283 59,905 54,731 52,034
Fee income 518 424 637 304
Gain on ARM assets, net 605 1,820 3,580 -
Hedging expense (151) (145) (220) (177)
Provision for credit losses (1,161) (970) (1,006) -
Management fee (3,271) (3,068) (2,686) (2,485)
Performance fee (7,650) (7,136) (6,924) (6,187)
G & A expenses (6,703) (5,062) (5,920) (4,415)
Net income 49,470 45,768 42,192 39,074
Dividend on preferred stock - - (1,670) (1,670)
Net income available to common shareholders $ 49470 $ 45,768 $ 40,522 $ 37,404
Basic EPS $ 0.69 § 069 § 068 % 0.67
Diluted EPS $ 069 $ 068 § 067 § 0.67
Average number of common shares
outstanding — Basic 72,130 66,092 59,879 55,631
Average number of common shares
outstanding — Diluted 72,130 67,532 62,639 58,391
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SCHEDULE — Mortgage Loans on Real Estate

Column A, Description:
mortgages on single-family residential housing, is stratified as follows (dollar amounts in thousands):

The Company’s whole loan portfolio at December 31, 2004, which consisted only of first

Column A Column B Column C Column G Column H
Description (4)
Carrying
Range of Number Amount of Principal Amount of
Carrying Amounts of Interest Maturity Loans Delinquent as to
of Mortgages Loans Rate Date Mortgages (1) (3)  Principal and Interest
ARM Loans:
$ 0-250 2,675 2.23-8.38 8/1/06 - 9/1/44 $ 424,638 § 108
251-500 2,434 2.08-7.86 10/1/15- 11/1/44 880,928 -
501 - 750 991 236598 6/1/13 - 8/1/44 605,212 -
751 - 1,000 563 2.46-5.73 10/1/22 - 10/1/42 504,308 -
over 1,000 505 2.08-7.38 6/1/13 - 11/1/44 883,388 -
7,168 3,298,474 108
Hybrid ARM
Loans:
0-250 5,177 2.49-8.60 10/1/13 - 12/1/44 802,824 -
251-500 5,013 236748 8/1/18 - 12/1/44 1,860,709 1,426
501 -750 2,073 2.48-6.86 3/1/26 - 12/1/44 1,268,258 -
751 - 1,000 1,043 2.98-6.48 9/1/17 - 4/1/44 933,437 999
over 1,000 1,173 2.36-8.10 10/1/13 - 12/1/44 1,879,900 -
14,479 6,745,128 2,425
Premium 52,290
Allowance for Losses (2) (9,434)
Principal Payments Receivable 2,543
21,647 $ 10,089,001 $ 2,533

F-28




Notes:
{1) Reconciliation of carrying amounts of mortgage loans:
Balance at December 31, 2001
Additions during 2002:
Loan purchases
Loans transferred from Company securities
for modification

Deductions during 2002:
Collections of principal
Cost of mortgage loans securitized
Cost of mortgage loans sold
Cost of mortgage loans transferred to real
estate-owned properties
Amortization of premium

Balance at December 31, 2002
Reclassification of ARM securities to
securitized ARM loans
Adjusted balance at December 31, 2002
Additions during 2003:
Loan purchases
Cost of securitizing loans

Deductions during 2003:
Collections of principal
Allocation of cost of mortgage loans transferred
to MSRs
Provision for credit losses
Cost of mortgage loans transferred to real
estate-owned properties
Amortization of premium

Balance at December 31, 2003
Additions during 2004:
Loan purchases

Deductions during 2004:
Collections of principal
Allocation of cost of mortgage loans transferred
to MSRs
Provision for credit losses
Cost of mortgage loans transferred to real
estate-owned properties
Amortization of premium
Change in fair value of purchase lock commitments

Balance at December 31, 2004
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$ 572,414

2,849,511

151,395

3,000,906

209,939
2,353,685
4,059

204

3.014
2,570,901
1,002,419

2,681,312
3,683,731

5,317,478

3.457
5,320,935
1,653,520

9,363
3,137

140

7,763
~1.673.923
7,330,743

4,405,014
11,735,757

1,621,428

16,402
1,436

268
6,486

736
1,646,756

$ 10,089,001




(2) The provision for losses is based on management’s assessment of probable credit loss based on various factors.
Reconciliation of loss reserve:
Balance at December 31, 2001 $ 100
Provision for losses -

Balance at December 31, 2002 100
Provision for losses 3,137
Transfer from basis adjustment upon reclassification

of ARM securities to securitized ARM loans 4,756

Balance at December 31, 2003 7,993
Provision for losses 1,441

Balance at December 31, 2004 $ 9,434

(3) Cost for Federal income taxes is the same.

(4) The geographic distribution of the Company’s whole loan portfolio at December 31, 2004 was as follows:

Number of
State or Territory Loans Carrying Amount
California 4,036 $ 2,649,823
Georgia 2,998 999,852
Florida 2,016 822,925
New York 1,135 763,465
Colorado 1,405 751,339
New Jersey 732 398,282
Virginia 928 356,540
South Carolina 761 288,300
New Mexico 720 271,947
Connecticut 331 256,590
North Carolina 678 251,889
Texas 724 249,701
Massachusetts 424 230,343
Pennsylvania 388 196,374
Illinois 466 176,578
Other states, less than 3,905 1,379,654
331 loans each
Premium 52,290
Allowance for losses (9,434)
Principal payments 2,543
receivable ‘
TOTAL 21,647 $ 10,089,001
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GLOSSARY
There follows a definition of certain capitalized and other terms and abbreviations used in this Annual Report on Form 10-K.

“Adjusted Equity-to-Assets Ratio” means a ratio that reflects the relationship between assets financed with recourse debt that is
subject to margin calls and our long-term capital position (which includes both equity and Senior Notes). The ratio is a
non-GAAP measurement that we have adopted and that the Board of Directors has approved as an internal policy. Our
policy requires us to maintain this ratio at a minimum of 8%, which represents approximately twice the initial margin
requirement for our recourse debt.

“Agency Securities” means ARM securities that are guaranteed by Ginnie Mae, Fannie Mae or Freddie Mac.
“Agent” means American Stock Transfer & Trust Company, TMA’s transfer agent.

“ARM” means adjustable-rate and variable-rate mortgage, which signifies that adjustments of the underlying interest rate are
made at predetermined times based on an agreed margin to an established index.

“ARM Loans” means securitized ARM loans, ARM loans collateralizing long-term debt and ARM loans held for securitization.

“Asset-backed CP” means asset-backed commercial paper, which provides an alternative way to finance our high quality ARM
securities portfolio. We issue Asset-backed CP to investors in the form of secured liquidity notes that are recorded as
borrowings on our Consolidated Balance Sheets and are rated P-1 by Moody’s Investors Service and F1+ by Fitch Ratings.

“Average Historical Equity” means for any period the difference between our total assets and total liabilities calculated on a
consolidated basis in accordance with GAAP, excluding (i) OCL (ii) goodwill and (iii) other intangibles, computed by
taking the average of such values at the end of each month during such period, adjusted for equity sold during the period on
a pro rata basis.

“Average Net Worth” means for any period the average of the sum of the gross proceeds from any offering of our equity
securities, before deducting any underwriting discounts and commissions and other expenses and costs relating to the
offering, plus our retained earnings (without taking into account any losses incurred in prior periods) computed by taking
the average of such values at the end of each month during such period, and shall be reduced by any amount that we pay for
the repurchases of Common Stock.

“Basic EPS” means basic earnings per share, calculated by dividing net income available to common stockholders by the
average common shares outstanding during the period.

“Board of Directors” means the board of directors of TMA.
“BP” means basis point, a hundredth of a percent.

“Cap Agreements” means interest rate cap agreements, pursuant to which we receive cash payments if the interest rate index
specified in any such agreement increases above contractually specified levels, thus effectively capping the interest rate on a
specified amount of borrowings at a level specified by the agreement.

“CDOs” means collateralized debt obligations, which can be either floating-rate or fixed-rate non-recourse financing, all of
which is issued by trusts and secured by ARM loans and may also include Hedging Instruments. CDOs represent long-term
financing that is not subject to margin calls. Approximately 2% of equity capital is required to support CDO financing.

“CMOs” means collateralized mortgage obligations which are debt obligations ordinarily issued in series and backed by a pool
of fixed-rate mortgage loans, Hybrid ARM loans, Traditional ARM loans or ARM securities, each of which consists of
several serially maturing classes. Generally, principal and interest payments received on the underlying mortgage-related
assets securing a series of CMOs are applied to principal and interest due on one or more classes of the CMOs of such
series.



“Code” means the Internal Revenue Code of 1986, as amended.

“Code of Conduct” means the Code of Business Conduct and Ethics adopted by TMA.

“Common Stock” means shares of TMA’s common stock, $.01 par value per share.

“Company” means TMA and its subsidiaries, unless specifically stated otherwise or the context indicates otherwise.

“Corporate Governance Guidelines” means the Corporate Governance Guidelines adopted by TMA.

“CPR” means constant prepayment rate, which refers to the annualized rate at which the mortgage assets in our portfolio are
prepaid. The CPR typically increases as interest rates decrease and, conversely, the CPR typically decreases as interest rates

increase.

“DERs” means dividend equivalent rights, which may be granted under the Plan. A DER consists of the right to receive either
cash or PSRs in an amount equal to the value of the cash dividends paid on a share of Common Stock.

“Diluted EPS” means earnings per share expressed as if all outstanding convertible securities and warrants have been exercised.

“DRSPP” means the Dividend Reinvestment and Stock Purchase Plan adopted by TMA.

“Duration” is a calculation expressed in months or years that is a measure of the expected price change of financial instruments
based on changes in interest rates. For example, a duration of 1.7 months implies that a 1% change in interest rates would
cause a .14% change in the opposite direction in the value of our portfolio (i.e., 1.7 months equals 14% of twelve months.)

“EITF” means Emerging Issues Task Force Abstract which is an authoritative GAAP pronouncement issued by the FASB.

“EPS” means earnings per share.

“Eurodollar Transactions” means Eurodollar futures contracts, which are three month contracts with a price that represents the
forecasted three-month LIBOR rate. The sale of these contracts locks in a future interest rate.

“Fannie Mae” means the Federal National Mortgage Association, a government-sponsored private corporation that operates
under a federal charter.

“FASB” means the Financial Accounting Standards Board.
“Federal Funds” means the overnight intrabank lending rate.

“FICO” means a credit score, ranging from 300 to 850, with 850 being the best score, based upon the credit evaluation
methodology developed by Fair, Isaac and Company, a consulting firm specializing in creating credit evaluation models.

“FIN” means Financial Accounting Standards Board Interpretation.
“Freddie Mac” means the Federal Home Loan Mortgage Corporation, a federally-chartered private corporation.

“Fully Indexed” means an ARM asset that has an interest rate currently equal to its applicable index plus a margin to the index
that is specified by the terms of the ARM asset.

“G & A” means general and administrative.

“GAAP” means generally accepted accounting principles set forth in the statements, opinions and pronouncements of the
Accounting Principles Board of the American Institute of Certified Public Accountants and the FASB or in such other
statements by such other entity as may be approved by a significant segment of the accounting profession of the United
States.




“Ginnie Mae” means the Government National Mortgage Association, a government-owned corporation within the United
States Department of Housing and Urban Development.

“Hedging Instruments” means Cap Agreements, Swap Agreements and Eurodollar Transactions which are derivative financial
instruments that we use to manage our interest rate exposure when financing the purchase of ARM assets.

“High Quality” means (i) Agency Securities, (ii) ARM securities and securitized ARM loans which are rated within one of the
two highest rating categories by at least one of the Rating Agencies, (iii) securities and securitized loans that are unrated or
whose ratings have not been updated but are determined to be of comparable quality (by the rating standards of at least one
of the Rating Agencies) to a High Quality-rated mortgage security, as determined by the Manager and approved by the
Board of Directors, or (iv) the portion of ARM loans that have been deposited into a trust and have received a credit rating
of AA or better from at least one Rating Agency. Our investment policy requires that we invest at least 70% of total assets
in High Quality ARM assets and short-term investments.

“Hybrid ARM Hedging Instruments” means Hedging Instruments, including Swap Agreements, Eurodollar Transactions and
Cap Agreements, that we use to manage our interest rate exposure when financing the purchase of Hybrid ARMs.

“Hybrid ARMs” means ARM securities and loans that have a fixed interest rate for an initial period of three to ten years, after
which they convert to Traditional ARMs for their remaining terms to maturity.

“Investment Company Act” means the Investment Company Act of 1940, as amended.

“Investment Grade” generally means a security rating of BBB or better by Standard & Poor’s Corporation or Baa or better by
Moody’s Investors Service, Inc.

“IRA” means Individual Retirement Account.

“LIBOR” means the London InterBank Offer Rate, which is fixed each morning at 11 a.m. London time, by the British Bankers’
Association. The rate is an average derived from sixteen quotations provided by banks determined by the British Bankers’
Association, the four highest and lowest are then eliminated and an average of the remaining eight is calculated to arrive at

the fixed rate.

“Management Agreement” means the management agreement by and between TMA and the Manager whereby the Manager
performs certain services for TMA in exchange for certain fees.

“Manager” means Thornburg Mortgage Advisory Corporation, a Delaware corporation.

“MBA” means the Mortgage Bankers Association.

“MBS” means mortgage-backed securities, which are pools of mortgages used as collateral for the issuance of securities in the
secondary market. MBS are commonly referred to as “pass-through” certificates because the principal and interest of the
underlying loans is “passed through” to investors. The interest rate of the security is lower than the interest rate of the
underlying loan to allow for payment of servicing and guaranty fees. ’

“MSRs” means mortgage servicing rights.

“Net Duration” or “Net Portfolio Duration” means the Duration of ARM assets minus the Duration of borrowings and Hedging
Instruments.

“OCI” means the Company’s accumulated other comprehensive income or loss calculated on a consolidated basis in accordance
with GAAP.

“Other Investments” means assets that are (i) adjustable or variable rate pass-through certificates, multi-class pass-through
certificates or CMOs backed by loans that are rated at least Investment Grade at the time of purchase, (ii) ARM loans
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collateralized by first liens on single-family residential properties, generally underwritten to “A quality” standards and
acquired for the purpose of future securitization, (iii) fixed-rate mortgage loans collateralized by first liens on single-family
residential properties originated for sale to third parties, (iv) real estate properties acquired as a result of foreclosing on our
ARM Loans, or (v) as authorized by the Board of Directors, ARM securities rated less than Investment Grade that are
created as a result of our loan acquisition and securitization efforts or are acquired as part of a loan securitization effected
by third parties in which we purchase all of the classes of the loan securitization, and that equal an amount no greater than
17.5% of shareholders’ equity, measured on a historical cost basis. Other Investments may not comprise more than 30% of
our total assets.

“Pipeline Hedging Instruments” means Eurodollar Transactions that we use to limit interest rate risk associated with
commitments to purchase ARM loans.

“Plan” means TMA’s Amended and Restated 2002 Long-Term Incentive Plan, as amended.

“Portfolio Margin” means yield on net interest earning assets.

“PSRs” means phantom stock rights, which may be granted under the Plan. A PSR consists of (i) the unfunded deferred
obligation of TMA to pay the recipient of a PSR, upon exercise, an amount of cash equal to the fair market value of a share
of Common Stock at the time of exercise, and (ii) the recipient’s right to receive distributions, either in the form of cash or
additional PSRs, in an amount equal to the value of the cash dividends that are paid on a share of Common Stock.

“QSPE” means qualifying special purpose entity.

“Qualified REIT Assets” means real estate assets as defined by the Code. Substantially all the assets that we have acquired and
will acquire for investment are expected to be Qualified REIT Assets.

“Qualifying Interests” means “mortgages and other liens on and interests in real estate,” as defined in Section 3(c)(5)(C) under
the Investment Company Act. Under current SEC staff interpretations, we must maintain at least 55% of our assets directly
in Qualifying Interests as defined in the Code.

“Rating Agencies” means Standard & Poor’s Corporation and Moody’s Investors Service, Inc.

“REIT” means real estate investment trust as defined in the Code.

“REMIC” means real estate mortgage investment conduit which is an entity that holds a fixed pool of mortgages and issues
multiple classes of interests in itself to investors as defined in the Code.

“Return on Equity” or “ROE” means for any quarter the quotient obtained by dividing our annualized net income for the quarter
by our Average Net Worth for the quarter.

“SAB” means Staff Accounting Bulletin which is an authoritative GAAP pronouncement issued by the FASB.

“SARs” means stock appreciation rights, which may be granted under the Plan. An SAR consists of the unfunded deferred
obligation of TMA to pay the recipient of the SAR, upon exercise, an amount of cash equal to the excess, if any, of the fair
market value of a share of Common Stock over the stated amount of the SAR.

“SEC” means the United States Securities and Exchange Commission.

“Senior Notes” means the 8% senior unsecured notes due May 15, 2013, issued by TMA.

“Service” means the Internal Revenue Service.

“SFAS” means Statement of Financial Accounting Standards which is an authoritative GAAP pronouncement issued by the
FASB.
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“SOP” means Statement of Position which is an authoritative GAAP pronouncement issued by the FASB.

“SPE” means special purpose entity.

“Swap Agreements” means interest rate swap agreements, pursuant to which we agree to pay a fixed rate of interest and to
receive a variable interest rate, thus effectively fixing the cost of funds.

“Ten Year U.S. Treasury Rate” means the arithmetic average of the weekly average yield to maturity for actively traded current
coupon U.S. Treasury fixed interest rate securities (adjusted to a constant maturity of ten years) published by the Federal
Reserve Board during a quarter, or, if such rate is not published by the Federal Reserve Board, any Federal Reserve Bank or
agency or department of the federal government that we select. If we determine in good faith that the Ten Year U.S.
Treasury Rate cannot be calculated as provided above, then the rate shall be the arithmetic average of the per annum
average yields to maturities, based upon closing asked prices on each business day during a quarter, for each actively traded
marketable U.S. Treasury fixed interest rate security with a final maturity date not less than eight nor more than twelve
years from the date of the closing asked prices as chosen and quoted for each business day in each such quarter in New
York City by at least three recognized dealers in U.S. Government securities that we select.

“Thormburg Mortgage Securities Trusts” means the special purpose entities created to purchase our loans and issue securities to
effect the securitization process.

“TMA” means Thornburg Mortgage, Inc., a Maryland corporation.

“TMCR” means Thornburg Mortgage Capital Resources, LLC, a wholly-owned special purpose finance subsidiary of TMD.
“TMD” means Thormburg Mortgage Depositor, LLC, a wholly-owned special purpose finance subsidiary of TMA.
“TMHL” means Thornburg Mortgage Home Loans, Inc., a wholly-owned mortgage loan origination subsidiary of TMA.

“Traditional ARMs” means ARM securities and loans that have interest rates that reprice in a year or less.




This Page Left Intentionally Blank




|
L]
]
|
L
]
L
I
I
|
]
SILVLS G3LINN
IHL NI
[SERIMAE]]
AHVSS3IO3N
3OVISOd ON

€096-10628 WN 34 VINVS

20€ 31S IAVY NOLONIHSYM 051
FOVOLHONW DHNENHOHL
POUVHS ‘NLL1V

33SS34AAY A9 AIVd 38 T1IM 39VISOd
WN 34 VINVS Lyl 'ON LIWY3d  TIVIA SSY1D-1Suld

1IVIN A'1d3d SSANISNY

_— — m = 93RS IO —was uLoy ],

S31VILS A3LINN
AHL NI
aavin 4l
AYVSSIOIN
JFOV.ISOd ON

€096-105.8 NN 34 VINVS

Z0€ 31S IAV NOLONIHSVM 051
FOVOLIONW DHNANHOHL
YOUVHS ‘N1lv

33SS3HAAY AQ AIvd 38 T1IM 39V1SOd
WN 34 VINVS vl 'ON LINYM3d IV SSVY10-1SYId

1VIN Ald3d SSANISNE

aFeF1I0IA mhsm_c.ﬁoa L

8698 868888

Wwod a3e3140w3iNquIOyI MMM



Exceptional Rates * No Origination Fees
$490 Discount (mention code SHAR04)
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As an investor, you have
supported our growth.

Imagine the results
if 130,000 of our shareholders
and their friends became
Thornburg Mortgage customers!
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We want you to experience our phenomenal service
and, at the same time, get one of the best mortgage loan
products available anywhere. And, all our lender fees are
waived for shareholders.

Friends and family members of shareholders can benefit in
the same way.

Thornburg Mortgage can assist you, your family members,
and your friends with the purchase of a new primary
residence, a second home, an investment property, or
refinancing an existing residential property in all 50 states
and Washington, D.C.
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For detailed information on our innovative products, low
rates and interest-only payment options, visit our website,
www.thornburgmortgage.com, call 888.898.8698, or return
the attached business reply card... and give one to a friend
or family member. Your referrals make a difference.
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We want to be your mortgage lender of choice.
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More than a mortgage... a smart financial decision.
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www.thornburgmortgage.com
888.898.8698
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Garret: Thernburg, 58
Chairman of the Board and Chief Executive Officer
of Thornburg Mortgage since 1993. 4

Anne-3rue M. Anderson, 43
Director of Enterprise Development International.
Director since 2003.

David A. Azer, 59
President, Ater & Associates. Director since 1995. 1, 4

Joseph H. Bacal, 60
Senior Executive Vice President and Chief Lending Officer
of Thornburg Mortgage. Director since 1993,

Eliot R. Cutler, 58
Partner; Akin Gump Strauss Hauer & Feld LLP
Director since 2003. 2, 3

Larry A. Goldstone, 50
President, Chief Operating Officer and Director
of Thornburg Mortgage since 1993

Ike Kalangis, 87
Director of American Home Furnishings and New Mexico
State Investment Council. Director since 2001, 3

Owen M. Lopez, &4
Executive Director of the McCune Charitable Foundation.
Director since 1996, 2, 3

James E. Lorie, 83

Eli B. and Harriet B. Williams Professor Emeritus of Business
Administration, University of Chicago, Graduate School of
Business Administration. Director since 1993. 2, 3

Francis . Mullin, {17, 61

Director of The Community Coffee Company
and Managing Member of Triumfo Property, LL.C.
Director since 2001. 1, 2, 3

Stuart C. Sherman, 86

President of American Southwest Development Company
and President of S.C. Sherman & Company.

Director since 1993. 1, 4

Richard P. Story, 52
Chief Financial Officer and Senior Executive Vice President
of Thornburg Mortgage. Director since 2001,

I. Audit Committee

2. Nominating/Corporate Governance Committee
3. Compensation Committee

4. Executive Commitiee

We have filed the certifications of our principal executive and
financial officers required by Section 302 of the Sarbanes-Oxley
Act of 2002 with the SEC as exhibits to our filed 10-K Annual
Report as required by the SEC and we have submitted to the
NYSE the annual certification of our chief executive officer as
required by the NYSE.

corporate information

stock information
Thornburg Mortgage common stock is listed on the New York
Stock Exchange under the ticker symbol “TMA."

Thornburg Mortgage website

The Thornburg Mortgage website, wwwithornburgmortgage.com,
provides a wide variety of information, including up-to-the-
minute company news and details on our mortgage products
and services.

annual meeting

The annual meeting will be held at 2:30 p.m. MT on April 19,
2005, at the Inn at Loretto, Zuni Room, 211 Old Santa Fe Trail,
Santa Fe, New Mexico.

transfer agent

Stockholder address changes and inquiries regarding stock
transfers, dividend reinvestment, 1099-DiV reporting, and lost
securities for common stock should be directed to:

American Stock Transfer & Trust Company

59 Maiden Lane, Plaza Level, New York, NY {0038
Toll-free: 800-937-5449

Fax: 718-236-2641

Website: www.amstock.com

auditors
PricewaterhouseCoopers LLP
350 South Grand Avenue, 49th Floor, Los Angeles, CA 90071

legal counsel
Dechert LLP
4675 MacArthur Ct., Suite 1400, Newport Beach, CA 92660

shareholder communications

The Thornburg Mortgage 2004 Annual Report and
10-K is available for viewing/printing on our website:
wwwithornburgmortgage.com.

For a printed copy, please contact:

Thornburg Mortgage, Inc.

{50 Washington Avenue, Suite 302, Santa Fe, NM 87501
Toll-free: 888-898-8698 or 505-989-1900

Fax: 505-954-5300

Email: ir@thornburgmortgage.com

Thornburg Investment Management, a separate investment management
company founded in 1982, advises a series of eight laddered-maturity
bond mutual funds, four equity mutual funds and separately managed
equity and fixed income portfolios for institutional and high net worth
clients and sub-advisory services. Both companies share three core
attributes: high quality operations, innovative strategies for achieving their
goals, as well as a disciplined approach to managing and controlling risk.
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